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Scoft A. Carmilani
President & Chief Executive Officer

To Our Shareholders:

Two thousand and five was our fourth full year of operations and one in which the insurance industry, including our
company, experienced record losses stemming from natural catastrophes. However, from these losses have emerged
market opportunities and our operating platforms in Bermuda, Eurcpe and the United States are prepared to capitalize
on these opportunities.

We are energized by the successful completion of our July 2006 Initial Public Offering (IPO) and our record earnings
through the first half of 2006. The IPO, which generated approximately $316 miilion in net proceeds, and the subsequent
issuance of approximately $500 millicn in senior notes have broadened our investor base and provided us with additional
resources that will help us to build our underwriting platforms, enhance distribution relationships, expand our global
presence and provide further value to both our clients and brokers. A portion of the proceeds from these offerings
was used to repay all amounts outstanding under our former bank loan.

In 2005, primarily due to the impact of Hurricanes Katrina, Rita and Wilma, the company recorded a net loss of
approximately $160 million. While we believe that our strategy, exposure management and product diversification
limited the negative impact the 2005 hurricanes had on our capital base relative to our peers, we have taken steps in
2006 to further reduce our exposures to natural catastrophes and to increase profitability moving forward. We adopted
a more conservative methodology in managing our ultimate aggregate exposures and created an improved internal
metric for determining probable maximum loss. We modified our business mix and reduced our volatility by changing
the layer or the coverage we provide in catastrophe-prone areas. To date, the amount of premium we have written has
increased, but the amount of aggregate exposure or catastrophe-exposed business written has decreased. We have
also continued to expand our U.S. platform and opened offices in both San Francisco and Ch|cago to act upon regional
opportunities to further dwersn‘y our book of business.

An enormous opportunity lies before us. The first half of 2006 has been highly successful with the company recording
earnings of $200 million. We are gratified that subsequent to our IPO, we secured our A (excellent) financial strength
rating with A.M. Best, and were assigned financial strength ratings of A2 from Moody's Investors Service for our U.S.
and Bermuda operations and an A- from Standard & Poor’s.

| am confident that our experiences from 2005, our recent IPO and our current business model provide an excellent
opportunity to create shareholder value and increase profits. In the remaining months of 2006 and into 2007, we are
focused on servicing our existing book of business, developing new business, maintaining our strong financial position
and low cost operating structure and effectively managing our flexible business model, all of which will strongly
position us for growth in the future. ‘

| would like to thank our shareholders, clients and employees for their continued support, and | lock forward to updating
you on our progress in 2006.

Scott A. Carmilani
President & Chief Executive Officer
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* EXPLANATORY NOTE ~ » .~ P

" This- Annual Report is being sent to. our shareholders, .along with our felated Proxy Statement, in connection
with our first Annual General'Meetinig as'a public .company:-More détailed information regarding:the Annual
General Meetlng is contauned in our, Proxy Statement. Because the company was not a public company, at any time
dunng 2005 the company did not file with the U.S. Securities and Exchange Commission (“SEC™) an Annual
Report on Form 10-X for the year ended December 31, 2005. This Annual Report contains information; financial
and otherwise, as of the year ended December 31, 2005. Additional. 1nformanon regardmg the company for
subsequent penods can be found in our documents .on file w1th the SEC
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 References in this Annual Report to the. terms ‘we,", “us,” “our,” “our company,” “the company” or other
sm‘nlar terms mean the consohdated operatlons of Alhed World Assurance Company Ho]dmgs Lid and our
consolidated subsidiaries, unless the context requlres otherw1se References in this Annbal Report to “$" are to the
lawful currency of the United States. The Eonsolidated- ﬁnanczal statements and related 'riotés included-in this
Annual Report have been prepared in accordance with accounting principles generally accepted in the United States
(“U.S. GAAP”)
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CAUTIONARY STATEMENT REGARDING FORWARD-LOOKING STATEMENTS }

LT AT 4
Some of the statements in “Management § Dlscussmn and Analys1s of Financial Condmon and Results of
Operations” and “Business” and elsewhere in this Annual Report include forward-looking statements within the
meaning of The:Private Securities Litigation’ Reform*Act of 1995 that involvé inherent risks dnd’ uncertainties.

These statements include in general forward-looking statements both, w1th respect 1o us and the insurance industry.

Statements that are not hjstoncal facts including statements that use terms such ast“annmpates ” “beheves",

LA 1 LIS ” 4

“expects, mtends p]ans ' ‘iprojects,” “seeks,” and * w1ll" andlthat relate. to our plans and objecuves for future
operations, are forward -looking statements. In hght of the risks and uncertainties inherent in alt forward-looking
statements, the inclusion of such statements in this Annual Report should not be considered as a representation by us
or any other person that our objectwes or plans will be achieved. These statements are based on current plans,
estimates and expectations. Actual resilts may differ materially from those projected in such forward-looking
statements and therefore you should not place undue reliance on them. A non-exclusive list of the important factors
that could cause actual results to differ materially from those in such forward-looking statements includes the
following:

LLTY

+ changes in our ultimate liability due to recent weather-related losses,

» the inability to obtain or maintain financial strength ratings by one or more of our insurance subsidiaries,
» changes in insurance or financial rating 'agency policies or practices, _

* the adequacy of our loss reserves and the need to adjust such reserves as claims develop over time,

* the impact of investigations of possible anti-competitive practices by the company,

» the effects of investigations into market practices, in particular insurance and insurance brokerage practices,
together with any legal or regulatory proceedings, related settlements and industry reform or other changes
arising therefrom,

* greater frequency or severity of claims and loss activity, including as a result of natural or man-made
catastrophic events, than our underwriting, reserving or investment practices have anticipated,

* the impact of acts of terrorism, political unrest and acts of war,
« the effects of terrorist-related insurance legislation and laws,
+ the effectiveness of our loss limitation methods,

. dependence on affiliates of one of our principal shareholders to prov1de us with certain administrative
services,

» changes in the availability or creditworthiness of our brokers or reinsurers,
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« changes in the availability, cost or quality 'of: reinsurance. coverage,

. *. changes in general economic conditions, including inflation, foreign currency-exchange rates; interest rates,

. . «,prevailing credit terms and other- factors that could affect our 1nvestment portfolio; -+~ b
‘. changes in agreements and busmess relatlonslups w1th afﬁhates of s some ‘of our pnnc1pal shareholders
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* décreased level of démand for dlrect property and casualty msura.nce of remsurance or mcreased competmon
due to an increase in capacity of property and casualty 1nsurers or reinsufers, ' o

" the effects of competltors pncmg polrcnes and of changes it ldws and: regulauons on compeutlon mcludmg
mdustry consohdatlon and development of competmg financial products h TR

A R N T Nl L e e
e changes in Bermuda law or regulatlon or. the polmea] stabitity -of; Bermuda . \
< changes in'legal, judicial and Social conditions,”” *-" ¢ M e e
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« if we or one of our non-U.S. subsidiaries become subject to significant, or significantly increased, income
taxes in the United States or elsewhere

L Y f - L i ""w't,."r"" ' ’ "..l'.‘ T W T I
e changes in regulations or tax laws apphcable to us, our subs1dlanes brokers, customers or u. S 1nsurers or
¢ * reinstrers and 2 A T B e T
“'J: T L e ' ‘J o i AL _'T .."‘.".‘. R ’i ! . o r o
. such other nsk factors as may be. discussed in.our most recent documents on ﬁle wnth the SEC "

‘The foré’g"oing review of important'factors should be read if conjunctton witli‘the other caunonary statements
that are-included i in- this Annual Report: We undertake no obllgatlon ) pubhcly update or revrew any forward-
lookmg statement whether as*a résult of new informaticn, future developments or otherw1se
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- ‘ . " Our Company ' '
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We are a Bermuda-based specialty insiirance ‘and reinsurance ¢ompany that.uniderwrites a'diversifiéd portfoho
of property and casualty msurance and remsurance lines of business. We wnte dJrect property .and .casualty
1nsurance as well as remsurance through our operatrons in Bermuda the Umted States,,Ireland and the Umted
Kingdom. For 'thie’ year ended Decernber 31 2005 direct property 1nsurance direct casualty insirance and
reinsurance.accounted . for. approximately 26.5%: 40.6% and.32.9%,. respectwely,rof our total’ gross premiums
wnttenof$1560m1[hon' R B P TR LR N ~ BN -;! -
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o Smce our formatton 1n November 2001 we have focused on the du‘ect msurance markets We offer our clients
and producers srgmﬁcant capacrty m both the dlrect property and casualty msurance markets We belreve that our

_focus on drrect 1nsurance and our expenenced team of skrlled underwnters allow us to have greater control over the

rrsks ‘that we assume and the’ volatllrty of our losses mcurred and as a result, ultrmately our proﬁtabllrty Our total
gross prenuums wrttten for the year ended December 31 2005 were $1, 560 rmlhon Our total net loss for the year
ended December 31 2005 was approxrmately $160 rm]hon of which approxrmately $456 rmllron in property losses
related to- Humcanes Katnna, .erma and tha As of December 31, 2005 we had 221 full—trme employees

Ll G PR
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w1, We belreve our, ﬁnancral strength Tepresents.a significant, competltrve advantage in attractmg and retarmng
clrents ‘m current and future underwntrng cycles Our pnncrpal insurance sub51d1ary, Allled World Assurance
Company, Ltd and our]other msurance subsrdranes currently have an‘A” (Excellent 3rd of 16 categones) financial
strength ratmg from AM. Best Company,(“A M Best”) As of December 31, 2005 we had $6, 610 miilion of total
assets and $1 420 mrlhon of shareholders equrty We are not currently encumbered by asbestos envrronmental or
any. other srmrlar exposures P S T S
YRS R TR SRR S [T P L WO, Yoy prelg LT S I T
Our Business Segments e e L T

therr respectrve lmes of. busmess may, at trmes be subject to drfferent underwntlng cycles We modrfy our product
strategy as market condltlons change and new opportumtles emerge by developmg new products targetmg new
mdustry classes or de—emphasrzmg exrstrng lmes Our dlverse underwrltmg skills' and’ flexrbrlrty allow us fo

concentrate’ on the busmess lmes where we expect 10 generate the greatest retums et '
- T . bR I . B gk

. Properry Segment. + Qur- property segment. includes the insurance of physical property and business
interruption coverage for commercial property and energy- related risks. We write solely commercial
coverages. This type of coverage is'usually not written in one contract; rather, the ‘fotal amout of protection
is split into layers and separate contracts are written with separate consecutive limits that aggregate to the
total amount of coverage required by.the insured. We focus on the insurance of primary risk layers, where we
believe we have a competitive advantage. This means that we are typlcally part of the first group of insurers
that cover a loss up to a specified limit. We believe that there is generally less pricing competition in these

-layers which allows us to retain greater control over our pricing and terms. These risks also carry higher
premium rates and require specralrzed undenvntrng skills. -Additionally, participation in the primary
insurance layers, rather than the excess layers helps us to better define and manage our property catastrophe
exposure. Our current average net risk exposure ‘(net of reinsurance) is approximately $3 to $7 million per
individual risk. The property segment generated approximately $413 million of gross premiums written in
2005, representing 26.5% of our total gross premiums written and 39.5% of our total direct insurance gross
premiums written. For the same period, the property segment had approximately $238 million of net losses
related to Hurricanes Katrina, Rita and Wilma, which contnbuted toan underwriting loss of approximately

* $209 million. i |

Our management measures resuits for' each segment on the basrs of the “loss ratio,” “acquisition cost ratio,”
“general and administrative expense ratio” and the “combined ratio.” The “loss ratio” is derived by dividing net

3




losses and loss expenses by net premiums eamned. The “acquisition cost ratio” is derived by dividing acquisition
costs by net premiums earned. The “general and administrative expense ratio” is derived by dividing general and
administrative expenses by net premiuvms earned. The “combiried ratio” is the sum of the loss ratio, the acquisition
cost ratio and the general and administrative expense ratio. A combined ratio below 100% generally mdrcates
profitable underwriting prior to the consideration of investment income. A combined ratic over 100% generally
indicates unprofitable underwriting prior to.the consideration of investment income. . o ry5- *

was adversely affeéted by 104 9 pomts as a result of the wmdstorm kcatastrophes dunng th1s penod

¢
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"In 2005 our property segment had a loss ratio of 180. 9% anda eombmed ratro of 192.3%. Each of these" ratlos
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. Casualty Segmenr. Our direct: casualty IunderwnterSr provrde a variety.of specralty insurance casualty
products to large and complex organizations around the world. Our casualty segment specializes in insuranice
_ products providing coverage for general and product hab:hty professronal lrabrlrty and healthcare lrabrhty
" risks. We ‘focus pnmanly on 1nsurance of excess layers, which means we, are 1nsurmg ‘the second andlor
subsequent layers of a palicy above the pnmary layer We limit our maxrmum nét casualty exposure (net of
rernsurance) to approxunately $25 fo $29 n‘ullron per 1nd1v1dua] nslc This segment generated approxlmately :
'$633 rmlllon of gross prermums ‘written in 2005 representrng 40: 6% of our total gross prernnn'ns ‘written and
~ 60.5% of our total direct insurance gross prermums wntten For the same penod the casualty segment
generated approxrmately $73 rmlllon in underwnung 1ncome For the' same penod our casualty segment had a
1oss ratio of 74.1% and a combined ratio of 87.5%. Each of these ratios was adversely affected by 4.3 pomts as
a result of a general liability loss that occurred in connection with Hurricane Katrina.

* Reinsurance’ Segment *Ouf reinsurance segment 1ncludes the’ remsurance of property, general casualty,

professronal lines, specralty lines and catastrophe | coverages wntten by other i 1nsurance compames We bélieve
" we have deve]oped a reputatron for skilied underwrmng m several mche remsurance markets 1nclud1ng
professrona] lmes specralty casua]ty, property for U S. regronal msurers and accrdent and health We presently
cyclical than in the direct insurance market. As a re5ult we seek to increase or decrease our presence in this
marketplace based on market conditions. For example, we increased our reinsurance business in 2005 due to
favorable market conditions. The reinsurance segment generated approximately $514 million of gross
premiums written in 2003, representing 32.9% of our total gross premiums written, For the, same _period,
the reinsurance segrnent had approxunately $218 million of net losses related to Hurncanes Katrina, tha and
Wilma, whlch contnbuted to an underwrlung loss of approxlrnately $174 rmlhon Of our total relnsurance
premiums written, approxrmately $364 rrullron representmg 70. 8%, were related to specralty and casua.lty
lines, and approximately $150 mrlhon representmg 29.2%, were related to, property lines. In 2005, our
reinsurance segment had a loss ratic of 108.6% and a combined ratio of 137.5%. Each of these ratios was
adversely affected by 50.0 pomts as a result of the windstorm. catastrophes dunng this penod
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The dlagram below deplcts Our total gross prermurns wrltten by segment T
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Our Operations
We operate in three geographic markets: . Bermuda, Europe and the United States.

Cur Bermuda insurance operations focus pﬁirlaﬂly oilr'un‘d'er\;rriting risks for U.S. domiciled Fortune 1000
clients and other large clients with complex insurance needs. Our Bermuda reinsurance operations focus on
underwriting treaty and facultative risks prmcrpally located in the United States, with additional exposures.
internationally. Our Bermuda office has ultimate responsrbrlrty ‘for establlsh{ng our underwriting guidelines and
operating procedures, although we provide our underwrrters outside of Bermuda with significant local autonomy.
We believe that organizing our operating procedures in this way allows us to maintain consistency in our
underwriting standards and strategy globally, whlle mmmuzmg internal competition and redundant marketing
eﬂ'orts Our Bermuda office generated $1,159 mrlhon, or 74 3% of our total gross premiums written during 2005.

Our European operations focus predommantly on dlrect propeny and casually insurance for large European
and international accounts. These operations are becormng an increasingly important part of our growth strategy,
providing $664 million of gross prermums written from September 2002 1o December 31, 2005. We began
operations in Europe in September 2002 when we,incorporated a subs1d1ary company in Ireland. In July 2003, we
incorporated a subsidiary reinsurance company ‘in Ireland, which allowed us te provide reinsurance to European
primary insurers in their markets. In August 2004, one of our Irish subsidiaries received authorization from the U.K.
Financial Services Authority to conduct reinsurance business from a branch office in London. This development has
allowed us to provide greater coverage to the European market and has assisted us in gaining visibility’ and
acceptance in other European markets, through direct contact with regional brokers. We expect,to capitalize on
opportunities in European countrles where terms and condltlons are attractive, and where we can develop a strong
local underwriting presence. Our Europea.n operatlons have grown from astaff of four. underwnters as of September
2002 to 13 as of December 31 2005. .

e a T R Lo a0 [

excess and surplus lines segment of the U.S. market The*éxcess and- surplus lines- segment is'a segment of the
insurance market that allows consuiners to buy property and casualty insurance through non-admitted carriers.

RlSkS placed in thé excess and’ surplus lines segment are often insufance programs that'cannot be filled in"ihe
conventional insurance markets due to a shortage of state regulated insurance capacny This market operates with
considerable freedom regarding insurance rate and form regulations, enabling: us to utilize ‘our underwriting
expertise to develop customized insurance solutions for our middle-market clients. By having offices in the
United States, we believe we are better able to target producers and clients that would typically not access the
Bermuda insurance market due to their smaller size or particular insurance needs. Our U.S. distribution platform
conceitrates pnmanly on direct ‘casualty-and property insirance, with a particular' emphasis on professional
liability, excess casualty risks and commercial property insurance. We opened our first office in the United' Stdtes'i in
Boston in July ‘2002 and wrote busmess prlmanly throiigh subsrdranes of American International Group, Inc.

(“AlG”). We later expanded by opemng an office-in New York in June 2004, in San'Francisco in October 2005 and
in Chicago in November 2005, In 2005, we- -expanded our"own U.S. dtstnbutron base, replacing the cancelléd
surplus linés program administrator agreements and reinsufance agreement that we had with subsidiaries of AIG. In"
2005, 'premiuis derived from these agreements generated less than’ 17%"of our gross prenuums written from our
U.S. business and less than 2% of our “total gross premiums writtén. Our u. S operations accounted for $136 rmlhon -
or 8 7% of dur tota] gross premrums writtef‘in 2005 ’
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' The diagram below depicts our total gross premiums written by geographic location.
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We - were ‘formed in November 2001 by a group’ of investors, mcludlng AIG, The Chubb Corporation
(“Chubb”);, certain affiliates of The Goldman Sachs Group, Iiic. {the “Goldman Sachs Funds”) and Securitas
Allied Holdings Ltd. (the “Securitas Capital Fund”), an affiliate of Swiss Reinsurdnce Company (*Swiss Re"), to
respond 1o a global reduction in insurance industry capital and a disruption in available i insurance and reinsurance
coverage. A number of other insurance and reinsurance companies were also formed in 2001 and shortly thereafter,
primarily in Bermuda in response to these condmons These conditions created a disparity between coverage
sought by insureds and the coverage offered by direct insurers. Our ongma] business model focused on primary -
property layers and low excess casualty layers, the same risks on which we currently focus enabling us to provide
coverage to insureds who faced capacity shortages ;or mgmﬁcam gaps; between their desired retentions and the
€XCESS coverage available to them.;» . . .. b M 3 g e g Ce
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Market Opportumty S T
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Hurncane Katrina is widely expected to be the costhest natural disaster i in,the history of the i msurance industry.
Addmonally, Hurricanes Rita and Wilma were among the costliest hurricanes in recent history. Despite,the severity of -
these events, we believe we experienced significantly lower net catastrophe losses relative to most of our Bermuda-
based competitors that commenced operations in 2001 or shortly thereafter Our .property losses from. the 2005
hurricane season of approxunately $456 million were among the lowest as a percentage of June 30, 2005 book .value_
(approximately 26%)-atnong all major U.S. listed insurance and remsurance  companies that commenced operations in
Bermuda-in 2001 or shortly thereafter. We believe this performance was largely. attnbutable to our strong exposure
management program and. disciplined underwrmng philosophy. We believe the losses incurred by the insurance-
industry have led to a substantial increase in property rates for various catastrophe-exposed insurance, risks and a,
tightening of terms and conditions in certain instances. We expect to be a major beneficiary of these price increases in
the worldwide property market, particularly given our track record, strong capital base and ratings, all of which we .
believe will be increasingly important to the marketplace. While we expect to benefit from the price increases in the
property market, we have established a balanced business model that does not depend exclusively on our property
segment. Our casualty segment contributes 60.5% of our total direct insurance gross premiums written, and we have

.the flexibility to increase or decrease our presence in the reinsurance business based on market conditions.

Competitive Strengths

We believe our competitive strengths have enabled us, and will continue to enable us, to capitalize on market
opportunities. These strengths include the following:




» Strong Underwriting Expertise Across Multiple Business Lines and Geographies. 'We have strong under-
wnnng franchises offering specialty coverages in both the direct property and casualty markets as well as the
remsurance market Our underwrltmg strengths allow us to assess and pnce complex' nsks and direct our
efforts to the risk layers within each ac¢ount that provide the hrghest potenual retum for the risk assumed
Further, our underwriters have significant experience in the geographic markéts in which we do business. As
a result, we are able to opportunistically grow our. business in those segments, of the market that are
) -._producmg the most attractwe returns and do not rely on any one segment for a disproportionately large
~,, portion of our busmess We belleve that maintaining diversification in our areas of underwriting expertise,
. . products and geography enhances our abthty to target busmess lmcs with, the highest returns under specific
7 7. market conditions, whlle dwermfymg our busmess and reducing our carnings volatlhty o

*‘e' Established Direct! Casua!ty Busmess " We have developed substantial underwriting expertise in multiple
specialty casualty niches, including'eéxcess casualty, professmnal lines dnd healthcare habrhty "Our direct

" casualty insirance-business accounted for 605% of ofir tofal direct insurance gross premiums written in
2005 We believe that Gur undewmtmg expemse ‘established presence on existing insurance programs and
" ability to'write substantial ‘participations give us a significant advantage over our competition in the casualty
., marketplace. Furthermore, given the relatively long-tailed nature of casualty lines, we expect to hold the

. _prenuum payments from this llne as mvested assets for a relatlvely longer perlod of time and thereby
. hgenerate addmona] net mvestment mcorne

[T ] “'_, ot il -

CEREY Leadmg Direct Propen‘y Insurer in Bermuda. We ‘believe we have developed one of theé largest direct

% " property 1nsurance businesses m'Bermuda as measured by gross premiums written. We continue to diversify

our property book of business, serving clients invarious industries, including retail chains, real estate, light
manufacturing, communications and hotels. We also insure energy-related nsks such as oil, gas, petro--
_ ,chermcal mining, power, generatlon and heavy manufacturmg facrhtles

S~ . [}

i o Strong Franchise ir-Niche Reinsurance Markets."- We have established a reputatlon for skllled underwntmg
1in various niche reinsurance markets ifi the United States and Bermuda, 'including’ specialty casualty-for

" small to'middle-market commercial risks; liability for directors, officers and' professionals; commercial
‘property risks in regional markets; and the excess and surplus-lines' markét for manufacturing, energy and
.construction risks. In particitlar, we have déveloped 2 niche capability in providing reinsurance capacity to
regional specialty carriers. Additionally, we believe thiat ‘we afe the only Betmuda-based reinsurer that has a
dedlcated facultative casualty reinsurance business. Our remsurance busmess complements our direct
"casualty and propeny hnes and Fonune 1000 chent base A
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‘e Financial Strengrh 1 As of December 31 2005, we had shareholders’ equity of $1 420 million, total assets
v of $6,610 million and an-investment portfolio with a fair market value of $4,687 million, consisting primarily
"+ of fixed-income securities with an average rating 6f AA by Standard & Poor’s and Aa2 by Moody’s, Inc.
" (“Moody’s s Asof December 31, 2005, approximately 98% of our'fixed 'income investments (which
¢ includes individually held securities.and securities held in a high-yield bond fund) consist-of investment
" . grade securities. Because of our formation in‘November 2001, we are not currently encumbered by asbestos,
¢ " environmental or any other similar-exposures: Our insurance subsidiaries currently have an A" (Excellent)

ﬁnancral strength raung from A M. Best. .
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Ty e Low Cost,Operating Model We believe that our operating platform is one of the most efficient among our
< - competitors due to our significantly lower expense ratio as compared to most of ouripeers. We closely
monitor our-general and administrative expenses and maintain a flat, streamlined management structure. We
also outsource certain portions of our operations, such as investment management, to third-party. providers to
enhance our efficiency. For the year ended December 31, 2005, our expense ratio was 18.7%, compared to an
,average of 23.8% for U.S. pubhcly-traded B_'ennuda-based insurers and remsurers

’ ’ YWoev oo o PR .

. * Experienced Management Team: -The-seven-members of our executive management team have an average

-of approximately 24 years of insurance industry experience. Our management: team has extensive back-

. ground in -operating large-insurance and:reinsurance,businesses successfully over multiple insurance

.- - underwriting-cycles. Most members of our management team are former executives of subsidiaries of
7 +AlG; one of, our principal shareholders. * .. . P U T




BusinessStrategy'f‘ R L ¢

Our business objectlve is to generate attracuve retums on our equ1ty and book valug per share growth for our
shareholders by being a leader in direct property and casualty insurance and remsurance We intend to achieve this
objectlve by executmg the followmg strategres

- - ' 1

* Leverage Our Diversified Underwriting Franchises. .Our business is diversified by both product line and
‘geography. We underwrite a broad array of property, casualty and reinsurancé risks from our operatzons in
Bermuda, Europe and the’ United States. Our underwriting ‘3Kills across multiple lines and ‘multiple
geographies allow us to remain flexible and opportumsnc in our business’ selecuon in the face of fluctuating
market conditions. As ‘a result of the recent hurricanes, the property insurance market has seen substantial
increases in rates for various catastrophe-exposed insurance risks and a tightening of terms and conditions in
.certain instances. We intend to utilize pur,expertise in underwnung property risks to take advantage of these
attractive ‘market condmons in this line while stnctly -adhering to our exposure limits. At.the same time,
because we are not soIely a property insurance company, we intend to continue to focus on l.he lines within
the casualty insurance and reinsurance markets that we find most attractive in the current environment.

1

+ Expand Our Distribition and Our Access to Markers in the United States. ~We have made substantial
"+ investments to expand ouf U.S. business and expect this busmess to grow in size and 1mportance in the
coming years. We employ a regional distribution strategy‘in the United States predominantly focused on
_underwriting direct casualty, and property insurance for middle-market and non-Fortune 1000 client
~accounts. Through our U.S. excess and surplus lines capability, we believe we have a strong presence in

. specnalty casualty. lmes and maintain an attractive base of U.S. middle-market cllents,‘especmlly in the
professional liability market " ‘

- i

‘In 2004, we made the decision to develop dur own U.S. distribution platform which we began to utilize in the
:middle of 2004. Previously, we had distributed our products in the-United States.primarily through surplus lines
program administrator agreements and a‘reinsurance agreement with subsidiaries of AIG. We have successfully
expanded our operations to several strategic U.S. cities. We initially established our U.S. operations with an office in
Boston in July 2002 and increased our presence by opening an office in New York in June 2004. In October 2005, we
opened an office in San Francisco, and in November 2005, we opened an office in Chicago. For each of these
U.S. offices, we have hired experienced, underwn'ters to drive our strategy and growth

» Grow Our European Business. We intend to grow our European business, with partrcu]ar emphasrs on the
United Kingdom and Western Europe, where we believe the insurance and reinsurance markets are
- developed and stable. Qur-European strategy is predominantly focused on direct property and casualty
+insurance for large European and international accounts.nThe Eurcpean operations provide us with
. diversification and the ability to spread our.underwriting risks: In June 2004, our reinsurance department
+ - began underwriting accident and health business through an agency relationship in Europe. In August 2004,
. our reinsurance subsidiary..in Ireland .received regulatory approval from the U.K. Financial Services
- Authority for our branch office.in London. Such approval provides us with access to the, London wholesale

- market, which allows us to.underwrite. property risks, including energy, oil and gas, and casualty risks.

Continue Disciplined, Targeted Underwriting of Property Risks.” We expect to profit from the increase in
. - property rates for various catastrophe-exposed insurance risks following the 2005 hurricane season. Given
our extensive underwriting expertise and strong market presence, we believe we choose the markets and
layers that generate the largest potential. for profit for the amount of risk assumed, Maintaining our
underwriting discipline will be critical to our continued proﬁtablllty in the property business as market
conditions change over the underwriting cycle.

t - Y . PR
Further Reduce Earnings Volaiih'ty by Acﬁvety Monfro'ring Our Catastrophe Exposure.  We have histor-
ically managed our property catastrophe exposure by closely monitoring our policy limits in addition to
utilizing complex risk models. This discipline has substantially reduced our historical loss experience and
our exposure. We believe our catastrophe losses from the devastating hurricane season of 2005 were among
the lowest as a percentage of June-30, 2005 book value among all major U.S. listed insurance and reinsurance
companies that commenced operations in Bermuda in 2001 or shortly thereafter. Following Hurricanes
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Katrina, Rita and Wilma, we have further enhanced our catastrophe management approach. In‘addition-to

our continued focus on aggregate limits and modeled probable maximum loss, we have introduced a strategy

based on gross exposed policy limits in critical earthquake and hurricane zones. Our gross exposed. policy

limits approach focuses on exposures in catastrophe-prone geographic zones and expands our previous

“analysis, taking into consideration flood severity; demand surge and business interruption exposuies for each

1 ~critical area. We have also redefined our critical earthquake and hurricane zones'globally. We believe that

~r . using this approach.will further rruttgate the likelihood-of -a single catastrophrc loss exceedmg 10% of our

total capital'for'a “one-in-250-year” event.s ¢ . L - canoowr DTy K

A R FU Y R T Ll . .

* Expand Our Casualty Business with a Continued Focus on Specialty Lmes We believe we have estab-

-lishéd a leading excess casualty- business. We' will continue to target the risk heeds of Fortune 1000 com-

panies through our operations in Bermuda! large'interniational accounts through our-operations in Europe

and middle-market and non-Fortune 1000 cornpames through our operations in the United States. In the past

four years, we have establishéd: ourselves as'a major writer of* €xcess’ casualty, professional lines and

healthcare ltabthty business. We will continue to focus on niche opportumtres within these business lines and

S =‘ drversrfy our product portfolio as héw’ opportumtles emerge We befieve our foeus on spec1a1ty casualty lines
- makes us léss dependent-on the property underwrltmg cycle: ! | N T tee

vt

F o e, R

* Continue to Oppartumsttcally Underwrtre Dtverszﬁed Reinsurance Risks. As part of our reinsurance
segment, we target”certain niche reinsurance markets: including professional fines, specialty casualty,
_ property for U.S. regional camers, and accident and health because we believe we understand [the risks and
* opportunities in these markets. We Will’ continiié to seek to selectrvely deploy our caprtal in remsurance lines
where we believe there are profitable opportunities. In order to dtversrfy our portfollo and complement our
dlrect insurance business, we target the ‘overall contributicn from reinsurance to approx1mate1y 30% to 5%
of our fotal annual gross prermums wntten We strive 1o’ mamtam a wel] managed remsurance portfoho
balanced by line of busmess cedmg source geography and contract conﬁgurauon Our pnmary customer
focus is on htghly-rated carriers with proven underwriting skrlls and dependable operating models.

£

There are many potenttal obstacles to, theIc 1mplementat10n of our proposed busmess strategres mcludmg a
potermal fzulure to support ‘our busmess p]ans to' successfully transmon away from AIG and develop our own
independent support systems and USS. dtstrtbuuon platforms and nsks related to operatmg,as an msurance and
reinsurance company. See “Cautionary Statement Regardmg Forward-Lookmg ‘Statements”.

" Ou_r Operati_ng Segments

n
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Our busmess consrsts of three operatmg segments property, casualty and remsurance The gross premrums
written’ in each segment dunng the year ended December 31, 2005 were as follows:

oot oe ey

] . Year Ended
e o S . PR T ] St ' VT DecemberJl; 2005
Gross Premiums Written

IR R L ST T L
Yy ) . ) (§ in millions) % of Total
o e s ot e gl 5T L e e L m e
operatlngsements_ Tk g L e L IR R 1R o -
Property ........ IR I SR R A TR "",':" .. IS 4129 i ¢ 26.5% N
Casualty ... e e e 633.0 40.6
‘Remsurance AT A Y SRS S A LS LI I L 5144 - 329
T L L P N (P T B L e e I BT SR L . ;
Towl. ... s i L el Y eIs60.3 100.0% '
e L S L L LI L IR AT I [ P L St e L m—
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. Because we, do not manage our assets by operating segment,, mvestment income; interest-expense and total
assets are not allocated 1o the three segments, Each of the three segments. is described.in greater detail below.
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» +. The dramatic-increase in the frequency-and severlty of natural dtsasters in 2004 and 2005 has created many
challenges for property insurers globally. Powerful hurricanes have struck the U.S. Guif Coast and-Florida causing
catastrophic damage to commercial and residential properties. Typhoons.and tsunamis have devastated parts of Asia
and intense storms have produced serious wind and flood damage in Europe. Finally, the threat'of earthquakes and
terrorist attacks, which could also produce 51gmﬁcant property damage is always present.

. --!,' oo L an Lol Y Ly IR T PR
Although our dtrect property results have been adversely affected by. the catastrophtc storms in 2004 and 2005,

we belteve we have been, tmpacted less than many-of, our peers for the following reasons: DNV N

R (] ‘ - b ' ' . ¥ ‘k":'t' h
* we spec1ahze in commerc:al risks and therefore have ltttle resrdennal exposure Com e

[ - BETEE DRI s ol .

* we concentrate our efforts on prlmary layers of msurance (as opposed to excess layers) and offer meanmgful
“but limited capacrty in these layers. Our current average net risk exposure is appro:umately between $3 1o
$7 million per individual risk;

G o vt TRIr vy LR O |

" we purchase catastrophe cover remsurance to reduce our u]ttmate exposure,,and e,

. . .

1Ty

. our underwnters emphasrze careful nsk selectlon by evaluatm g an 1nsured 8 rlsk management pracnces, loss
, hjstory and the adequacy of their retentlon . ) .

e Ly s L T T R I N | (1

v "

_ The frequency and seventy ‘of the natural msasters we have expeneneed recent]y has caused an increase in
pnces ‘for various catastrophe—exposed nsks in'the global property market "and we t:elleve we are well posmoned in
térms of geographtc presence and underwnUng capablhues to take advamage of these opportunmes

B A P S

As of December 31, 2005, we had a staff of 28 employees in our property segment, including 19 underwnters
most of whom Jomed iis with significant pnor expenence in property 1nsurance underwntmg Our underwnnng
staff is spread among our locatwns in Bermuda Europe and the Uruted States because we beheve 1t is impottant to
be physically present in the major msurance markets around the world." T P T

‘ B T S EN

Product Lines and Customer Base

We offer general property products as ‘well'as ‘energy-relate"d'p’roducts from our underwriting platforms in
Bermuda, Europe and the United States. In Bermuda our concemranon is on Fortune 1000 clients, in Europe itison
large Eviropean and mtemattonal accounts and in the Umted States it'is on rmddle-market and U S -dormcrled non-
Fortune 1000 accounts. Pl Co el

Our focus wrth respect to general property products is on the insurance of physical property and business
mterrupnon coverage for commerc1a1 property and energy-related risks. Examples include retail chains, real estate,
manufacturers, hotels and casinos, and municipalities. We write solely commercial coverages and focus on the
insurance of primary layers. During the year ended December 31, 2005, our general property business accotnted for
60.5%, or $249.6 rnillion, of our total gross premiums written in the property segment. S

o Lo

Our energy underwrltmg emphasizes industry classes such as oil and gas power generatron includingutilities,
mining, steel, aluminum and molten glass, pulp and paper, petrochemical and chemical manufacturing. As with our
general property book, we concentrate on primary layers of the program attaching over significant retentions. Most
of our energy business is onshore, so we have limited exposure to offshore risks that have experienced significant
losses the last two years. During the year ended December 31, 2005, our energy business accounted for 39.5%, or

$163.3 million, of our total property ségment gross premiums written: = . . . I A
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Underwntmg and Risk Management T S S R BT L e E
|- LTS

' For our propeny segment the protectlon of corporate assets from Ioss due to natural catastrophes is one of our
major areas of focus. Many factors go into the effecuve management “of thrs exposure The essentral factors in this
process are outlined below: , c e .

* Measuremenr We will generally only underwnte risks i in whrc'h we can (obtain an electromc statement of
property values. This statement ‘of va]ues must be‘current and lncllude proper addresses and a breakdown of
values for each locauon to be msured We requlre an electromc format because we need the abrlrty to arrange

, the 1nfolrmatlon in a manner acceptable to our thrrd party modelmg company Thls also glves us the abtllty o
collate the lnfonnatlon m away that assrsts our mternal catastrophe team in measunng our totaI gross lumts
in critical catastrophic Zones. e B

* Professional Modeling. 'We model the locations covered in each policy. This is a time-consuming process,
but it enables us to obtam a more accurate assessment of our property catastrophe exposure. We have
"contracted with an mdustry-recogmzed modehng firm o ana.lyze olir property catastrophe exposure on a
'quanerly ba51s This penodlc measurement of our property busmdss glves Us an'up- to-date objectrve
L estimate of our property catastrophe exposure Usmg ‘data that we provrde this modelmg firm ruris numerous
computer srmulated events and provrdes us wrth loss probablhtres ‘for our book of busiriess.

oyt il FEETERLLA et 1.4‘ PR .
Gross Exposed Pohcy errrs -Prior to Humcane Katrma, a majority of the insurance industry and all of the
.insurance, rating .agencies relied heavily onithe probable, maximum losses ‘produced by the various
professional modeling .companies. Hurricane Katrina-demonstrated that,the reliance solely on the results
_ . -of the modeling companies was inappropriate given their apparent failure to accurately predict the ultimate
i+, . losses sustained. When the limitations of the- professlonal models. became: ev1dent, we lmsututed an

addmonal approach to detenmne our probable maximum loss. oy, .. . .mur oo Pl v

3l

We now also use gross exposed policy limits as a means to determfn'e our prbbable maximum loss. This
approach focuses on our gross limits in.each critical catasl;rophe zone-and sets a maximum amount of.gross
accumulations we will accept in each zone. Once that-limit has been reached, we intend to stop writing business in
that catastrophe zone. We have an mternal dedicated catastrophe team that will monitor these limits ,and report
monthly to. underwnters and senior management. This team also has the ability to model an account before we price
the business to see ,what impact. that account will have on our zonal gross accumulations. We.intend to- -restrict our
gross exposed.policy limits in each critical property catastrophe zone to an.amount consistent with our. corporate
probable maximum loss,and capital preservation targets subsequent to,a catastrophic event. , ., - . .

We intend to also continue to use professional models along with our gross exposéd policy limits approach. We
recognize the current limitations of the professional modeling approach; however, we believe that these models will
be improved so that prOJeetrons will more c]osely estimate. actual losses sustamed It is.our policy to,use both the
gross exposed polrcy limits approach and therprofessmnal models and establish our probable maximum loss on the
more conservative number generated g, T o . R T

ot ' 177 -

. * Ceded Reinsurance. We purchase treaty reinsurance to reduce our exposure to significant losses from our
general property and energy, portfolios of busmess ‘We also purchase property, catastrophe reinsurance.to
protect these lines of Jbusiness from catastrophlc loss. | . -

I L '

» Probable Maximum Loss and Risk Appetrte Our direct: property and remsurance seniof managers work
together to develop our consolrdated probable fhaximum loss-We manage our busmess with the goal that @ our
combined probable: maxrmum‘losses for property biisiness; aftér all’applicable remsurance not exceed 10%
of our total caprtal in any “one-in-250-year” event. -

r‘-—.‘p‘f- . C by l;{,. o - ok t“
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CasualtySegment e e e e han o e
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General

s
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Our casualty segment specializes in insurance products providing coverage for general and product ltabllrty,
professional liability and healthcare liability. Our direct casualty underwriters provide.a variety of 'spec1alty

insurance casualty products.to large and comp]ex organizations around the world: °

o Ly, -|'.
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We modify our product strategy as market conditions change and new opportunities emerge, developing new
products or targetmg new mduslry classes when appropriate, but also de-emphasizing others when appropnate This
flexibility allows us to concentiate on business where we expect to generate a srgmﬁcant rate of return. Although
our casualty operation has grown rapidly since our inception, our underwriters are focused on proﬁlablhty rather
than strictly on revenue growth

.

"As of December 31, 2005 our ¢asualty segment employed a staff of 61 employees, mcludmg 42 underwnters
with a capability to service clients in Bermida, Europe and the United States. Although our underwnters are given
local autonomy, our Bermuda office has ultlmate respon51b111ty for estabhshmg our underwntmg guidelines and
operatmg procedures Centrahzmg authonty in this way allows us to ‘maintain con51stency in underwriting
philosophy and strategy globally and'to minimize internal competition ‘and redundant markenng efforts

‘- Product Lmes and Customer Base - A

»;

Our coverages mclude genera] casualty products as well as professmnal hablllty and healthcare products. Our

'focus with respect to general casualty products is on complex risks in a variety of mdusmes mcludmg manufac-

turing, energy, chemicals, t.ransportatlou medical and healthcare products and construction. Our Bermuda oper-
ations focus primarily on Fortune 1000 clients, our European operations focus on lafge European and international
accounts and our U.S. operatlons focus on middle-market and U.S.-domiciled non-Fortune 1000 accounts. In order
to diversify our European book, we recently began an initiative to attract more middle-market non-U.S. domiciled
accounts produced in.the London market.: In the United States we often write business at lower attachment points
than we do elsewheré given our coricentration on smaller accounts. Because of: this: willingness to’accept lower-
attaching business in the United States, in the'first quarter of 2006 we launched an initiative that allows us to provide
products to fill"gaps betwéen the primary and excess layers of an insurance program. During the year ended
December 31, 2005, our general casualty busiriess accounted for 46.4%: or $293.9 -million, of our total gross
premiums written in the casualty segment.

‘-
P

+ * "In addition to general casualty products, we provide professional liability products such as directors and
officefs, employment practices, fiduciary and errors and omissions liability insurance. Consistent‘with our general
casualty operitions, our professional lines underwriters in Bermuda and Eutope focus on larger compariies while
their counterparts in the United States pursue middle-market and non-Fortuné 1000 accounts. Like-our general
casualty operations, our professional lines operations in the United States pursue lower attachment points than they
do ‘elsewhere. Because of - this'attachment point flexibility, we are currently-developing séveral initiatives in the
United States that will'increasé our product offerings in the areas of directors and officers coverage and general
partnership liability coverage.

o
', " ot

Globally, we offer a'diverse mix of efrors and-omissions coverages for law firms, technology companies,
finaiicial institutions, insurance companiés and brokers, meédia’ organizations and engineering and construction
firms. ‘Durifig'the year erided December 31, 2005, our professional liability business' accounted for 43.6%, or
$276.0 million, of our total gross premiums written in the casualty segment.” -

We also provide excess professional liability and other casualty coverages to the healthcare industry, including
large hospital systems, managed care organizations and miscellarieous medical facilities including home care
providers, specialized surgery and rehabilitation centérs, and blood banks. Our healthcare operation is based in
Bermuda and writes large U.S.-domiciled risks. In order to diversify our healthcare portfolio, we are currently
establishing a U.S. —based platform that will.target middle-market accounts. Durmg the year ended December 31,
2003, our healthcare business accounted for 10.0%, or $63.1 million, of our total gross premiums written in the
casualty segment. . .

f LT

Although our casualty accounts have diverse attachmem points by line of business and the sxze of the account
our most common attachment points are between $10 million and $100 million.

Underwnuug and Risk Management

- . o L ' i ) , [} .
S Whlle operaung w1dun their underwrltmg gmdehnes our casualty underwnters strive to write drverse books of
busmess across a variety of product lines and industry classes, Senior underwriting managers review their.business
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-As appropriate; specific types of business that we have written disproportionate-amounts of may be de-empha51zed
to achieve a more balanced portfolio. By writing a balanced casualty portfolio, we believe we are less vulnerable to
unacceptable market changes in prtcmg and terms in any one product or 1ndustry

. N P Le
Our casualty operatrons utilize 51gmﬁcant net insurance capacity. Because of the large limits we often deploy
on-excess general casualty accounts,”weshave one master treaty in place with six separate interest and liability
agreements with -several highly-rated reinsurers to reduce our net exposure on individual accounts. We also
purchase a relatively small amount of facultative reinsurancé from select.remsurers to lessen-volatility in our
;professronal liability book of business.. = .novev o o Lve 0 g Lo

' concentrations on a regular basis to make sure the objective of creating balanced portiolios of business is achieved.
|
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Reinsurance Segment
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We have developed a balanced _portfolio of, treaty retnsurance 1ncludmg professmnal general casualty,
property, accident and health, and marine and ayiation lines. We also underwrite facultative,casualty, reinsurance.
We believe that this dtversrty in type of reinsurance and line of bustness enables us to alter, our business sirategy
quickly, should we foresee changes-to the exposure epvironment in any sector. Declining profit prospects for,any
single reinsurance business line may be offset:by additional, participations.in other more favorable business lines.
Overall, we strive to balance our reinsurance portfolio through the appropnate combmatton of busmess lines,

cedmg source, geography and contract conﬁguranon ST
. Pt SRLTIRRESs { M DU S
. As of Decemher 31 2005 we employed a staﬂ’ of 19 employees in-our reinsurance segment Tlus 1ncluded 13
_underwriters, each of whom is highly experienced, having joined the company from large, established organiza-
tions. Our-underwriters determine appropriate pricing either by using pricing models built or approved by our
“actuarial staff or by relying on established pricing set by one of our pricing actuaries for a-specific treaty. Pricing
models are generally used for facultattve remsurance property per risk remsurance and workers compensatton and

ended December 31,°2005, our reinsurance’ segment generated gross premiums’ written of $514 4 ‘million. Our
reinsurance segment operates solely'from Bermuda and reinstires carriers domiciled’ prmcrpally in the United States.

e a e, - M
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Professronal general casualty and propertyftreaty reinsurance is the principal source of revenue for this
segment. The insurers we reinsure are primarily specialty carriers domiciled in the United States or the specialty
divisions of standard lines carriers located there. In addition, we reinsure :monoline companies and single-state
writers, whether orgamzed as mutual or stock insurers. We focus on niche programs and coverages, frequently
sourced from excess and surplus ltnes rrtsurers 'I‘wo treaty units, established i in 2003 to generate European programs
and accident and health’ global accounts spread the segment s exposure beyond the North American focus. We
'target a portfoho of well rated compames that are hrghly knowledgeable in the1r product lines, have the financial
tesources to execute their busmess plans and are committed to underwntmg drsctplme throu ghout the underwntmg
cycle

P PR LR N
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Property.treaties protect insurers of residential, commercial and industrial accounts where the exposure to loss

is chiefly North American. Monoline, per risk accounts are emphasized, structured as either proportional or

excess-of-loss protections. Surplus lines and. specialty writers predominate in the portfolio. Where possible,

coverage is provrded on a “losses occurnng " basis. The line size extended is currently limited to $5 rmllron per

contract or per program Dunng the year ended December 31, 2005 our property treaty busmess accounted for

13. 1% or $67 1 r.mllron of owr total gross prermums wntten in the retnsurance segment

General casualty treaties cover workmg layer,: tntermedtate layer and catastrophe exposures We sell both
propomonal and excess-of-loss.reinsurance.’ We principally underwrite general liability for books of unique and
-unusual risks and workers’ compensation business lines.” The bulk of.the general casualty premium consists of
commercial excess and umbrella pélicies of non-admitted: companies: In.addition, we underwrite accident and
health:business, emphasizing catastrophe personal accident programs. Capacity is currently limited to $10 million
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per contract or-per program, but for the great majority of treaties a $5 million capacity is employed. During-the year
ended December 31, 2005, our general casualty treaty business accounted for 26 3%, or $135.4 rrulhon of our total
gross premiums written in' the reinsurance segment. .« . v .

Professional lines treaties cover several p'roducts,‘ primarily directors’ and officers’ liabilit);, bt‘l‘t also attome)‘r's’
malpractice, medical malpractice, miscellaneous, professional classes and transactional ‘risk liability. Line size is
currently limited to $5 million per program; however, the liability limits provided are typically for lesser amounts.
.We develop customized treaty structures for the risk classes protected by.these treaties, which account for the largest
share of premiums written within the.segment. The complex exposures undertaken by this unit.demand highly
technical underwriting and modeling analysis. During the year ended December. 31, 2005, our professional lines
treaty business accounted for 29.0%, or $149.2 million, of our total gross premiums written in the reinsurance
segment. : .

-

Qur international treaty unit was formed in August of 2003. The majority of this portfolio protects. U.K.
insurers, rncludmg Lloyd’s syndicates and Continental European companies, primarily domiciled in Switzerland
-and Germany. -Euro-centric' exposures predommate although some global exposure is present in several accounts.
Our net risk ‘exposure is current]y limited to €5 million per contract of per program. Wedlso underwrite ocean
marine and aviation'business withiti this unit. Marine ‘and aviation premiums written for the tréaty year 2005 were

estifated at $30.7 million. During the year ended Décember-31, 2005, the inteffiational treaty unit accounted for
10 4%, or $53. 3 million, of our total'gross prermums wntten in the réinsurance segment‘ i o
‘ e ' - [ ' Caea it M, w 1 Ve e T
Facultative casualty busmess compnses lower-attachment individyal-risk rernsurance covering automobtle

lrabrhty, general liability and workers’ compensatlon risks for many of the largest U.S. propeny-casualty and -
surplus lines insurers. Line size is currently lifvited to $2 million per certificate. We believe that 'we are the only
Bermuda-based réinsurer that has’d’ dedicated facultitive casualty reinsurance businéss. During the y'ear ‘ended
December 31, 2005, our facultative reinsurance business accounted fot 5.1%, of $26.4 rm]hon of our ‘total gross
premlums written'in the reinsurance segment ' S L AU T '

: P e B

" In December 2001 we entered into an. underwmmg agency agreement w1th IPCRe Underwntrng Services
ermted (“[PCUSL”) a. subsrdlary of a Bertnuda-based _property. catastrophe reinsurance specialist, to soltcrt
underwrrte bind and admrmster property catastrophe treaty reinsurance on our behalf On December 5 2005 we
delivered notice to IPCUSL termmatrng this underwriting agency agreement in order to reduce our incurred loss
volatility arising from major catastrophes. Pursuant to the terms of the agreement, the ternunatlon w1ll not become
effective until November 30, 2007. During the year ended December 31, 2005, prermums written by IPCUSL .
accounted for 16:1%, or $83 0 miilion, of our total gross premiums written in!thereinsurance segment

'

N
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Underwnang and R:sk Managemem L T TP Y T UEE PO R VT
‘In our remsurance segment,.we belteve we carefully evaluate rernsufance proposals to ﬁnd an opttmal balance
between. the risks and opportunmes Before we revrew the specrﬁcs of any remsurance proposal we consrder the
appropnateness of the client, mcludmg the expeqence and reputatlon of its management and its nsk management
strategy We also examine the level of shareholders equ1ty, mdustry rat.mgs length of i 1ncorporauon duration of
business moclel portfolio proﬁtablltty, types of exposures and the extent of its liabilities. For property proposals, we
also obtain information on the nature of the perils to be included and the policy information on all locations to be
covered under the reinsurance contract. If a program meets our underwriting criteria, we then assess the adequacy of
its proposed pricing; terms and condrtrons and ‘its potential impact:on our proﬁt targets ‘and- corporate risk
objectlves ! ot g 2 iR .u e S N P A B 1 TR LN
"o ldennfy, plot manage and monitor accumulatlons of exposures from potentral property catastrophes we
employ indistry- recogmzed modelmg software on our per risk Iaccounts Thrs software together with our
proprietary models, underwriter experlence and portfolto knowledge produce the probable maximum loss amounts
we allocate to our reinsurance department’s internal global property catastrophe zones. For the property catastrophe
account underwritten for us by IPCUSL, modeling software and underwriting experience are employed to.assess
exposure and generate a, probable maximum.loss. The :probable maximum: loss produced.from IPCUSL is then
combined with-those of our per risk reinsurance account to calculate the:total probable maximum loss by zone for
ithe segment. Notwithstanding the probable maximum loss mechanisms in place, the reinsurance segment focuses
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November 30, 2007.

on gross treaty limits deployed in each critical catastrophe 'zone, ‘and, for the property catastrophe business
underwritten for us by IPCUSL, establishes a maximum limit of liability ‘per-zone for the aggregate of its‘contracts,
whlch amount cannot be exceeded L . SR

. + . . . EEN Y LAY -
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In the case of the property catastrophe reinsurdnce business produced by IPCUSL on our behalf, we exercise
controls'through pefiodic audits of the portfolio-fo test adherence to the' management agreement between the
companies. In addition; we retain the right to conduct compliance audits of IPCUSL. On December 5, 2005, we

vdelwered a notice to, IPCUSL cancelhng our agreement with them in order to reduce our mcurred loss volatility

arising from major catastropbes Pursuant to, the agreement, the ternunatmn will not become effectlve until
. LALFSL R g v il W S, 4 1 i L

For casua.lty trealy contracts, we. track accumulauons by line, of busmess Ceilings for the limits of liability we
sell are established based on modeled loss outcomes, underwriting expenence and past performance of accounts
under consrderauon In addmon accumulauons among treaty acceptances within the same line of business are
momtored such that the maxlrnum loss sustamable from any’ one casualty catastrophe shouild not ‘exceed pre-
established targets.”” “ - E N e R
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Security Arrangements
goit e e

* Allied World Assurance Company, Ltd is neither llcensed nor adrrutted as an insurer nor 1s it accredited as a

1
reinsurer in any Junsdlctmn in the United States.'As a result it is required to’ post collateral secunty ‘with respect to

'any reinsurance liabilities it assumes from ceding insurers domiciled in the United States in order for U.S. ceding
companies to obtaih credit on their U.S. statutory financial statements with respect to insurance llabllllles ceded by
‘them. Under' apphcable statitory provrsmns the security arrangements may be in the form of* letters of credit,
‘feinsurance trusts maintained by tiustees or funds-wnhheld arrangements where assets are held by the cedmg
‘company. Fora deéscription of the security an'angements used by us, see “Management’s Discussion and Analysis of
F1nanc1al COI’ldlthI‘l ‘and Results of Operauons —Liquidity and Capltal Resources —— Restrictions and Spec1ﬁc
Requrrements s < e et
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e o o o Competmon Sl e e
The msurance and remsurance industries” are hrghly competmve Tfisurarice ‘and remsurance compames
cornpete on ' the basis of many “factors, including’ prermum rates, general reputation’ and percelved financial
strength the' terms ‘and condmons of the products offered ratmgs a351gned by mdependent ratmg agenc1es speed of
clalms payments and reputauon and expenence in nsks underwntten -

..rﬂ.,‘. . . . T T Loty

-- We compete with major U.S. and non-U.S. insurers and reinsurers, including other Bermuda-based insurers
and reinsurers, on an international and regional basis. Many of our competitors have greater financial, marketing
and management resources. Since September 2001, a number of new ‘Bermuda-based insurance and: reinsurance
companies have been formed and some of those companies compete in the same market segments in which we
operate. Some of these companies have more capital than our company. In our direct insurance business, we

. compete with insurers that provide property and' casualty _based lines of insurance such as: ACE Limited, AIG, Axis

‘Capital Holdings Limited, Chubb, Endurance Specialty Holdings Ltd., Factory Mutual Insurance Company, HCC
Insurance Holdings, Inc., Lloyd’s of London, Munich Re Group, Swiss Re, XL Capital Ltd, and Zurich Financial
Seryices. In opr reinsurance business, we compete with reinsurers that prov:de property and casualty—based lines of
reinsurance -such as: ACE Limited, Arch Capital. Group Ltd., Berkshire Hathaway, Inc:,.Endurance Specialty
Holdings Ltd., Everest Re Group, Ltd., Lloyd’s, of.London, Montpelier Re Holdings. Ltd., Mumeh Re Group,
PartnerRe Ltd Platinum Underwriters Holdings, Ltd RenmssanceRe Holdmgs Lid., Swiss.Re, Transatlantic
Hoidings, Inc. and XL Capital Ltd. . P
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In addition, risk-linked securities and derivative and other non-traditional risk transfer méchanisms “and
:vehicles are being developed and offered by other parties, including entities other than insurarice and reinsurance
.companies. The availability of thése ron-traditional products could reduce the demand for.traditional insurance and
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reinsurance. A number of new, proposed or potential mdustry or legislative developments could further increase
competition in our industry. These developments include: - e oo . . <o

-

;e : o
* as aresult of Hurricane Katrina, the insurance industry’s largest natural catastrophe loss, and two subsequent
., substantial hurricanes (Rita and Wilma), exrstmg insurers and reinsurers have been raising new capital and
.. significant tnvestments are being made m new insurance and reinsurance companies in Bermuda;

* legislative mandates for i insurers to provide specrﬁed types of coverage'in dreds where we or our cedmg
clients do business, such as the mandated terrofism coverage in the U.S. Terronsm Risk Insurance Act of
*2002, could eliminate or reduce the opportunities for us 'to write those coverages; and el

« programs in which state-sponsored entities prov1de property insurance in catastrophe prone areas or other
“alternative market” types of coverage .could eliminate or reduce t.he opportumues for us to write those
coverages N L _ e .. e )
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New competmon from these developments may result in fewer contracts written, Iower prermum rates,

increased expenses for customer acquisition and retention and less favorable pohcy terms and condmons ,which

could have a material adverse impact on our growth and profitability.

£

Our Financial Strength Ratlngs

'
Tt by roro B BRI

) Ratmgs have become an mcreasmgly important factor in estabhshmg the competitive posmon of msurance and
reinsurance companies. A.M.,Best has assigned a ﬁnanmal strength rating of “A” (Excellent)’ to each of our

'tnsurance sub51d1ar1es The objectwe of AM. Best's rating system is to provide an opinion of an insurer’s or

reinsurer’s ﬁnancral strength and ability to meet ongoing obligations to its policyholders. Each rating reflects
A.M. Best’s opinion of the initial capltahzauon management and sponsorship of the entity to which it relates, and is
nelther an evaluatlon directed 1o investors in.our common, shares nor a recommendation to buy, sell or hold our
common shares. A.M. Best ratings currently range from “A++” (Supenor) te “F’ (In Liquidation) and mclude 16
separate ratings categories. Each rating is subject to penodxc review by, and may be revised downward or revoked at
the sole discretion of, A.M. Best. If the rating of any of our subsidiaries is further revised downward or revoked, our
competitive position in the insurance and reinsurance industry would suffer, and it would be more difficult for us to
market our products. Specifically, any revision or revocatxon of this kind could result in a significant reduction in the
number of insurance and reinsurance contracts we writé and in a substantial loss of business as customers and
brokers that place this business move to competitors with higher financial strength ratings. Additionally, it is
mcreasrngly common for .our reinsurance contracts to, contain, terms that would allow the cedmg companies (o
cancel the contract for the portlon of our obltgatlons rf our insurance subsidiaries are downgraded below an A- by
AM. Best. Whether a cedmg company would exercrse thls cancellation right would depend, among other factors,

on the reason for such downgrade, the extent of the downgrade the prevailing market conditions and the pricing and
availability of replacement reinsurance coverage. Therefore; we cannot predict in-advance the extent to which this
cancellation right would-be exercised, if at all, or what effect such cancellations would have on our financial

-condition -or future operatrons. but such effect could be material. . o S o
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_ . Distribution of Qur Insurance Products
" We market our insurance and reinsurance products worldwide almost excluswely through msurance and
reinsurance brokers. This distribution channel providés us with access to an efficient, variablé cost and international
distribution system without thé sigiificant time and expense that would be incurred in creating our own distribution
network. I the case of the property catastrophe reinsurance busmess produced on our behalf by IPCUSL, IPCUSL

-uses'its own brokerage distribution network. During the year ended December 31; 2005, $83.0 niillion,for 5%,

related to business produced by IPCUSL. On December 5, 2005, we delivered a notice to IPCUSL terminating our
underwriting agency agreement with IPCUSL. Pursuant to that agreement, the fermination will not become
effecttve until November 30, 2007

. B A . . ol
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We also dtstnbute through major excess and surplus lines wholesalers and. reglonal retailers in the United States

‘targeting middle-market and non-Fortune 1000 companies. For the year ended December 31, 2005,°U.S. regional

16




and excess.and surplus lines wholesalers and regional retailers accounted for 44% and 17%, respectively, of our
U.S. distribution and include: Arthur J. Gallagher & Co., Lockton Companies, Inc., McGriff Seibels & Williams,
Inc., and wholesalers Amencan Wholesale Insurance Group Inc., CRC Insurance Servnces Inc. and Westrope Inc.

In the year ended December 31 2005 our top four brokers represented approxrmately 74% of gross premiums
written by us. A breakdown of our distribution by. broker. is provided-in the table below. - '

p L .. . _Percentage of Gross
T ' oot A e ' " " Preminms Written
O | . ) L . . N . . for the Year Ended
Broker . T, ', C ] _ o
Marsh & McLennan Companies, Inc. ............ P FPEEI . 35%
AonCorporatlon................l ......... R o e --.._22"
Willis Group Holdings Ltd. . .................vunninn... e 10
Jardine Lloyd Thompson Group plc. . . ... ... . .. it N e
N 6 T 7 S O 26
AN [ L et b .\ [N ¥ T . LR - ) [ T‘. o L, ]_(')2% Y-,
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In accordance with industry practice, we frequently pay amounts owed on claims under our insufance and
reinsurance contracts to brokers, and these brokers, in turn, pay these amounts over to.the customers that have
purchased insurance or reinsurance from us. If a broker fails to make such a payment, it is likely that, in-most cases,
we will be liable to the client for the deficiency because of local laws or contractual obligations. Likewise, when a
customer pays premiums for policies written by us to a broker,for further payment to us,,these premiums are
generally considered to have been paid and, in most cases, the client will no longer be liable to us for those amounts,
whether or not we actually receive the premiums. Consequently, we assume a degree of credit risk associated with
the brokers we use with respect to our insurance and reinsurance business.
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Dooa Underwriting and Risk Management LT
Our corporate underwntmg and risk managemem objectrve is to create msurance and retnsurance portfolros
that are balanced and diversified across classes of business, types of i insurance products geography and sources Our
Chief Executive Officer works closely with our senior underwntrng officers for ditect insurance and our worldwide
underwriting manager: for, reinsurance in establishing™and implementing corporate underwriting strategles and
guidelines on a global basis and is accountable for our ultimate underwntmg results. Sty

We take a disciplined approach o underwntrng and nsk management relymg heav1ly on the collective
expemse of our underwriters. White we believe we have successfully burlt diversified portfolros pf busrness in both
our insurance ‘and reinsurance operations, we have focused only on areas where we feel we have the necessary
underwriting expertise and experience to be successful over changlng market cycles Our disciplined underwrrtmg
and rrsk management philosophy is illustrated by the-following practices: , - . WL o

-t

* Our underwntmg operations have’ writien gutdelmes that 1denufy ‘the classes of business that can be wntten
and establish'specific parameters | for capacrty, attachment pomts and terms and conditions. Sentor managers
in charge of each busmess line are the only mdrvnduals that can authorlze excepttons to, the underwntmg

. guldehnes

T
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¢ Our underwnters are given- a-written authority statement that provrdes a specific framework for their
underwriting decisions. Although we provide our underwriters with significant local -autonomy, we cen-
tralize authority for strategrc decisions with our senior managers in Bermuda in order to achleve under-

writing con51stency and control across'all of out operatrons

13, . .- . ;
* .Our underwriters work closely with our actuarial staff, particularly when pricing complex risks in certain

r’, + lines of business, and in determining rate change trends in all of our linés of business! Actuarial assessments
of loss development in all of our product segments are integral to the establishment of our business plan. This
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- information allows us to target growth in specific areas that are performm g well and to take correctrve action
in areas. that are not perforrmng satlsfactonly . . . e "

.

« We manage Our mleldua] nsk hrmts and we beheve lhat we prov1de a meanmgful but prudent amount of
-capacity to each client."'We purchase reinsurance in lines of business where we want to increase our gross
limits to gain more leverage, but mitigate our net exposure to loss.* * ‘

* Our guidelines do not allow multiple underwriting offices to provide coverage to the same client for the same

 line of business, which allows us to control our capacity allocations and avoid redundancy of effort. We

minimize éverlap between our operations by providing each with distinct operating parameters while at the
same time encouraging communication between underwriters and offices.

* Our underwntrng offices are subject to annual underwrmng, operational and adrmmstratrve audlts to assess
comphance with our corporate guidelines.

Property Segment

For our property segment, the protection of corporate assets from loss due to natural catastrophes is one of our
major areas of focus. Many factors go into the effective management of this exposure. The essential factors in this
process are outhned below ‘ L.
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. ««Measurement. We will génerally only underwrite nsks in which we can obtain an electronic statement of
property values. ‘This statément of values must be current and include proper addresses and a breakdown of
values for each location to be insured. We require an electronic format because we need the ability to arrange

' Nthe information in a manner acceptable to our third party modeling company. This also gives us the ability to
** collate the information in a way that assists our internal cataslrophe team in measuring our total gross limits
*. 'imcritical catastrophe zones. - ¢ - . - Coen ' ! : :

» Professional Modeling. We model the locatlons covered in each pohcy ThlS 15a ume—consummg process,
but it enables us to obtain a more accurate assessment of our property catastrophe exposure. We have
contracted with an industry-recognized modeling.firm to analyze our property catastrophe exposure on a
quarterly basis. Thrs periodic measurement of our property business gives us an up-to-date objectwe

" estimate of our property catastrophe exposure Using data that we provide, this modeling firm runs numerous

' 'computer-smulaled events and provndes us wnh loss probabllmes for our book of business.'

.

b e Gross Exposed Polrcy Limits. Prlor to Humcane Katnna, amajority of the insurance industry and all of the
insurance rating agencies relied heavily on the probable maximum losses produced by various professional
modeling companies. Humcane Katrma demonstrated that reliance solely on the results of the modeling
companies was mapproprlate grven their apparent failure to accurately predrct the ultimate losses sustained.

'When the limitations of the professional models became evndem e instituted an additional approach to
* détermine our probable maximum loss. ¥

We now also use gross exposed policy hrmts as a-means to determine our probable maximum loss. This
approach focuses on our gross limits in each critical catastrophe zone and sets a maximum amount of gross
accumulanons we will accept in each zone. Once that h]mlt has been reached, we intend to stop writing business in
that catastrophe zone. We have an internal dedicated cataslrophe team that will monitor these limits and report
month]y to underwriters and senior management. This team also has the ability to model an account before we price
the business to see what impact that account will have on our zonal gross accumulations. We intend to restrict our
gross exposed policy limits in each critical property catastrophe zone to-an amount consistent with our corporate
probable maximum loss and capital preservation targets subsequent to a catastrophic event.

We intend to also continue to use professmnall models alon g with our gross exposed pohcy lm'uts approach We
recognize the current limitations of the professional mode]mg approach however, we believe that these models will
be.improved so that projections will more closely estimate actual losses sustained. It is our policy. to use both the
gross exposed policy limits approach and the professional models and establish our probable maximum loss on the
more conservative number generated. - vt e “
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s Ceded Reéinsurance. ;We purchase treaty reinsurance to reduce our exposure to significant losses from our
+. .genefal-property 'and energy portfolios 6f business. We also purchase property catastrophe remsurance to

¥ 1

protect these lines of business: from catastrophlc lgss.” o ;
ST L P T T u,‘..‘. B TR R . -t ! -t L

. Probable Maxrmum Loss and Rrsk Appetite. Our direct property and reinsurance senior managers work

together to develop our consolidated probable maximum loss. We manage our business with the goal that our

combined probable maximum losses for property business, after all applicable reinsurance, not exceed 10%

of our total capital in any “one-in-250-year” event) ¢ .

- - vy
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CasualtySegment G e FEEETRE e B
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Whrle operatmg w1thtn thetr underwr1Ung gutdelmes our casualty underwrtters stnve to write dlverse books of

busmess across a vanety of product lines and industry, classes Senior underwnung managers review their busrness

concentratrons ona regu]ar basis to make sure the objectwe of creaung balanced portfolios of busmess 15 achieved.

As appropnate speclﬁc types of busrness that we have wntten disproportionate amounts of may be de-empha51zed

to achieve a more balanced portfoho By wrttmg a balanced casualty portfolio, we.beheve we are less vulnerable 1o

unacceptable ‘market changes in pricing and terms in any one product or industry. PR

- . ,..Our general casualty operations utilize significant net;insurance capacity. Because of the large limits we often
deploy on excess, general casualty, accounts, we have,one master treaty-in place with, six separate interest and

liability, agreements with several highly-rated reinsurers to reduce our net exposure on-individual accounts. We also
purchase.a relatively, small ‘amount, of, facultative reinsurance from select reinsurers to lessen volatility in our
professional liability book of business. ,. . R B T O B
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Reinsurance Segment

In our reinsurance segment, we believe we carefully evaluaté reinsurance proposals to find an optimal balance
between:the risks and opportunities.. Before 'we review the specifics of any. reinsurance:proposal, we consider the
appropriateness of the clieént, including-the experience:and reputation of its management and its risk management
strategy. ‘We-also,examine the level of shareholders’ equity, industry ratings, length of incorporation, duration of

‘business model, portfolio profitability, types of exposures and the extent of its liabilities: For property proposals, we

also obtain information on the nature of the perils to be included and the policy information on-all locations to be
covered under the reinsurance contract. If a program meets our underwriting criteria, we then-assess the adequacy of
its proposed pricing, terms and conditions, and its potential impact.on our profit‘targets arid corporate risk
objectives. O TP “- . T T ORI

To 1denufy. plot manage and rnomtor accumulauons of exposures from potenua] property catastrophes we
employ lnduSUy-recognrzed rnodeltng software on 'our’ per risk’ accounts This’ software together with our
proprretary models underwnter expertence and portfolro knowledge produce the probable maxrmum loss : amounts
we al]ocate i our remsurance department ] tntemal global property catastrophe ZOnes. For the | property catastrophe
account underwritten’ for us by IPCUSL modehng software and underwntmg experience are employed to assess
exposure and generate a probable max1mum "loss. The probable maximum ]oss produced from TPCUSL is then
combined with those of olir' per 'isk remsurance account fo calculate the total probab]e rnaxrmum loss by zone for
the segment. Notwuhstandmg the probable maxinivm loss mechamsrns in place the retnsurance s€gment focuses
on gross treaty lm'uts deployed in each crltrcal catastrophe zone, "and, for t.he property catastrophe business
underwritten for us by TPCUSL, establrshes a maxlmum lrn‘ut of llabtltty per zone for the aggregate of its contracts,
which amount ¢antiot be exceeded " e

P S R ' E o S
+ In the case of the property catastrophe reinsurance busmess produced by IPCUSL on our behalf, we exercise -
controls through periodic audits of the portfolio to test adherence to the management agreement between the
compdinies. In addition, we retain. the right' to conduct compliance audits of [PCUSL. On-December 5, 2005, we
delivered a notice to IPCUSL cancelling our agreement:with them in order to réduce our incurred loss volatility
arising froim -major ‘catastrophes. Pursuant to the agreement the termmatton will not become effectrve until
November 30, 2007. . o e LT -t
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) For casualty treaty contracts, we track accumulations by line of business. Ceilings for the limits of liability we
sell are established based on modeled loss outcomes, underwriting experience and past performance of accounts
under consideration. In addition, accumulations among treaty acceptances, within the same line of business are
monitored, such that the maxrmum loss sustainable from any one casualty catastrophe should not exceed pre-
estabhshed targets: al AERCEEE : vl e Y
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Claims Management . S

We have a well-developed process in place for identifying, tracking and resolving claims. At the present time
these responsibilities are fulfilled by our own staff and, with respect to our U.S. subsidiaries, by certain personnel of
subsidiaries of AIG. Through our amended administrative services agreements, claims for our U.S. subsidiaries will
be handled'by subsidiaries'of AIG through thé end of 2006 at which point otir own staff will handle these claims.
These agreements provxde that all claims management and authormes remam w1thm our own staff Clmms
where appropriate, performing claims audits of cedents, establishing initial case reserves and approvmg payment of
individual ‘claims. We have establtshed authonty levels for' all 1ndrv1dua]s mvolved in t.he reservmg and settlement
of claims. o oo : - .

With respect to reinsurance, in addition to managing reported claims and conferring with ceding companies on
claims matters, the claims management staff and personnel conduct periodic aidits of specific ‘claims and' the
‘overall claims procedures' of our reinsureds:- Through these audits, we” are "able 't evaluate: ceding companies’
claims-handling practices, including the brganization of their claims departments, their fact-finding and investi-
gation techniques, their loss notifications, the adequacy of their reserves, their negotiation and settlement practices
and their adherence to claims-handling guidelines.

i
.
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- .+ . Reserve for Losses and Loss Expenses . .

We are requlred by appltcable insurance laws and regulations in-Bermuda, the United States, United K.mgdom
and Ireland and accounting principles génerally accepted in the United States to establish loss reserves to cover our
estimated liability:for the payment of all losses and loss expenses incurred with respect to premiums earned on the
policies and treaties that.we write. These:reserves are balance sheet liabilities répresenting estimates of future
amounts on a nominal ‘basis required to pay losses and loss expenses for:insured .or reinsured claims that'have
occurred at or before the balance sheet date. It is our policy to establish these losses and loss reserves prudently after

reviewing all information known towus as of the date they are recorded. Cor . . T

We use statistical and actuarial methods to reasonably estimate ultimate expected losses and loss expénses. We
utilize a variety of standard actuarial methods in our ana]ysrs 'Ihese include the Bornhuetter-Ferguson methods, the
mcurred loss method the patd loss method and the expected loss ratio method. The se]ecuons from ‘these various
methods are based on the loss development charactensncs of the specn"ic lme of busrness For lines, of business with
extremely long reportmg penods such as casualty relnsurance we may rely more on an expected loss ratio method
until losses begin to develop. Loss reserves do not represent an exact calculation of liability; rather, loss reserves are
estrmates of what we expect the ultlmate resolutJon and admtmstrat:on of claims will cost. 'I'hese estimates are.
based on actuanal and statistical pro;ectlons and on our assessment of currently avat]able data, as well as estlmates
of future trends in claims seventy and frequency, Jud1c1al theones _of liability and other factors. Loss reserve
estimates are refined as expenence develops and as clatms are reported and resolved Estabhshmg an approprtate
level of loss reserves isan mherently uncertain process The uncertamtles may be greater for insurers llke us than for
insurers with an established operating and claims hlstory and a larger number of insurance and retnsurance
transactions. The relatively large limits of net Hability for any one risk in our excess casualty and professronal
liability lines of business serve to increase the potential for volatility in the development of our loss reserves. In
addition, the relatively long reporting periods between when a loss occurs and when it may be reported to our claims
department for our casualty lines of business,also increase the uncertainties of our reserve estimates in such lines.
See “Management’s Discussion and. Analysis of Financial Condition and Results ‘of Operations -~ Relevant
Factors — Critical Accounting Policies — Reserve for Losses and Loss Expenses” for further mforrnatlon regard-
ing the uncertainties in establishing the reserve for losses and loss expenses. . .
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To the extent we determine that actual losses or loss expenses vary from our expectations and reserves reflected
in our,financial statements, we will be required to increase or decrease our reserves . to reflect our changed
expectations. Any such increase could cause a material increase in our liabilities and a reduction in our profitability,
including operating losses and a reduction of capital.

. ‘.
e .

# To assist,us in establishing appropriate reserves for losses and loss expenses, we analyze a significant amount
of insurance industry information with respect to the pricing environment and loss settlement patterns. In
combination with our individual pricing analyses and our internal loss settlement patterns, this industry information
is used to gulde our loss and loss expense estimates. These estimiates are reviewed regularly, and any adjustments are
reflected in earnings in the periods in which they are determined. Our losses and loss expense reserves are reviewed
annually by our outside actuarial specialists. '

The following tables show the development of gross and net tesérves for losses and loss expenses respectlvely
The tables do not present accident or policy year development data. Each table begms by showmg the original year-
end reserves recorded at the balance sheet date for each of the four years presented (“as originally estimated”). This
i*tepresénts the estimated amounts of losses and loss expenses arising in all prior years that are unpaid at:the balance
sheet date, including IBNR reserves. The re-estimated liabilities reflect additional information regarding claims
incurred prior to the end of the preceding financial year. A redundancy (or deficiency) arises when the re-estimation
of reserves recorded at the end of each prior year is less than (or greater than) its estimation at the precedmg year-
end. The cumulative redundancies represent cumulative differences between the original reserves and the currently
re-estimated liabilities over all prior years. Annual changes in the estimates are reflected in the statement of
operations for each year, as the liabilities are re-estimated. .-

. The lower sectxons of the tablés show the portions of the original reserves that were paid (claims paid) as of the end
of subsequent years. Tlus section of each table provides an indication of the portion of the re-estimated liability that is
settled and is unlikely to develop in the future. For our proportional treaty reinsurance busmess we have estimated the
allocatlon of claiins paid to apphcable years based on a review of large losses and eamed pmrmum percentages

’
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T Development of Reserve for Losses and Loss Expenses
+ - Cumulative Deficiency (Redundancy) o . P
' . . . . Gross Losses ' .’
. , Year Ended December 31, .
2001 2002 2003 . . 2004
toss _ " ($in lhousands) .
As Originally, Estimated: ... ~........... e $213  $310.508 $1058,653 $2,037,124
Liability Re-estlmated as of: . . ) . . . .ot
One Year Later. .. ................ e ST 213 253,601 979,218 - - 1,929,571
Two Years Later. . . .. e e - 213 226,943 896,649
Three Years Later. ... ............: ... 0. %00 2213 217,712
Four. Yeirs Later. A A FE 213 ‘
Cumulative (Redundancy) ......................... — (92,796) (162,004) (107,553)
. Cumulative Claims Paid as of: . " . e o
One Year Later. . ... . ......... P — 54288 138,793 372823
Two Years Latel . . ... .. ..o.oveut e, Lo — 83465’ 237394
Three Years Later. . . .-, . e e . . —_ 100,978 . )
N Four Years Later. . ... 0. ... oo, PR 18 ‘ e -




O T A B T <+ Gross Losses ) . :
oo o e s e . Yedr Ended December 31,
) VL : f b+ 2001 . 2002 2003 2004

Liability Re-estimated as of:

One Year Later. .« .. 1A TP S PP NN ... 100% - C82% 92%  95%
| - Two Years Later.: ............ et “""“1"":'.E"":’.'2':"."“" 100%°  73% 85%
] Three Yedrs Later. . ... . ST TE T S 100% 0%
FourYea:s Later e "“"-.“‘:‘-11"*_.'":7.‘ ...... . 100% . . T .
| Cumulatlve(Redundancy)..............................-.' ........ 0% (30)% (15)% - (5)%
| Gross Loss and Loss Expense Cumulative Paid as,a Percentage of . S
‘ Ongma]ly Estlmated Llablllty N ) oo . coaa e
Cumulative Claims Paid as of: . ...~ 1m0 - - oo o
One Year Later. ... .. oo lnn oo b el b e itbenos 0% '17%" 13% - 18%
Two Years Later. .. .. .v it b v s e C0% - 27% 22% -
Thréé Years Later” .. ... . .. LT B R Tev0m 33% T
Four Years Lau_ar“. S - : Lk e AT S ERRRTEEEE e . 8% - ‘
Tl L, ' Ca oo L
Losses Net of Reinsurance . - : Ca
, Gt oo ety sy Core el R _ Year Ended December 31,
e Al e LR 33 o
e L L, (“nﬂv"’“s?ﬂds);. N
‘As Originally Estimated: ... . R Lot 82137 $290946° $964810 . $1,777,953
Liability Re-estimated as of: = N C S
One Year Later . ..........0 0ttt 213 243,129 885,375 1,728,868
Two Years Later. . ........ T -~ 213 216,381 830,969
Three Years Later.............. Lot s olon s 213 ¢ 207,945
Four Years Later R I P 213 :
Cumulatwe (Redundancy) e e —_ (92,001) (133,841) (49,085)
Cumulative Claims Paid as of: -
One Year Later . ... .. ... Cee e — 52077 133,286 305,083
Two Years Later. .. .. 0. .. ... . ...... . T — 76,843 “ 214,384 "
Three Years Later. . ... ... .. ... i iiennnn.. — 93,037 -
Four.Years Later ! ......... T A N RPN 18 SR, !
Losses Net of Reinsurance O . '
. Year Ended December 31,
Liability Re-estimated as of: ‘ . ;
One Year Later. . ... .ottt e e e e 100% 8l1% 92% 97%
“Two Years Later. . .. ..... e PR P 100% . 72% 86%
Three Years Later. .. .. ... e e e e 100%" 69% -
Four Years Later ......... e 100% ' A
Cumulative (Redundancy) ........... et e e e 0% (31)% (14)% (3)%

Net Loss and Loss Expense Cumulative Paid as a Percentage of Originally
Estimated Liability
Cumulative Claims Paid as of:

One Year Later. . . .. ... .. o i it it e e e 0% 17% 14% 17%
TWO Years Later. . .. it 0% 260% 22%

Three Years Later. . ... ...ttt i e e ettt ettt 0% 31%

Four Years Later ................ e 8% ’
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" Total’ premlums ceded pursuant to re‘msuran'ce lcontracts entered lnto })y our company with a vanety of
remsurers were $338.3 mrlhon $335 3 rmlhon and $227.2 million for'the years fended December 31, 2005, 2004 and’
2003 respecnvely Certain remsurance contracts provrde us with protectron Telated lo specrﬁed catastrophes
msured by our property segment We also cede prermums on' a proportlonal basis to limit total exposures in the
property, casualty and to a lesser extent reinsurance segments. The followmg table 1llustrates our gross premrums

wrltten and ceded for the years ended December 31 2005 2004 and 2003 .

Ep

Gross Premmms Wntten

Ve Nty - ..‘J".:;.."J""nut"‘" Tt e Premiums Ceded
' s . ¢ S TR Year Ended Decembeér 31,
et v PR [F o sl T2005 ~ 2004 ¢ "w2003 i
v - P T T A P L P L S (8 in millions) v :
Gross . .. b il v R L $15603  ‘S170810 15737
sCeded:. . ... it ey e (338 3) ’ '(335 3) " ‘(227 2)
. st 3 ] T Tt [ A P .
yo o Netoo.... e g e e s S g e $1 2220 $] 3727 $1 3465 o
Ceded as percentage of Gross ... vvi i i e 217% - 19-6% i 1449
The followmg table lllustrates ouir remsurance recoverable as of December 31 2005 and 2004 L
LR | . J N .
I ot w 1 s Reinsurance
) ) e T Recoverable
_ o y . I . . 2005 2004
1 3 . Loty e .
- ' . ) Y . . ) ) (Smmlllrons),
.Ceded CASE TESEIVES . . wu v v v e pvs it tane e g ot §256.4 ‘ $~ 63.9
Ceded IBNR reserves . . ... ... i ve %0 v e v e e e v e 24599 1953
Reinsurance recoverable ........ Lo Lo nn! $716.3" $259.i

i .'A

‘We remain obllgated for amounts ceded in the event our.reinsurers do not meet their obhgatrons Accordingly,
we have eva]uated the rernsurers that are provrdmg remsurance protecnon to us and will contmue to monitor their
credit ranngs and ﬁnancral stabrhty Apprommately 94% of ceded case reserves,as of December 31 2905 were,
recoverable froin reinsurers who had an A M. Best rating of “A” or hrgher We generally have the nght to terminate
our treaty reinsurance contracts at any time, upon prior written noticé to the réinsurer, under specified circum-
stances, mcludmg the assignment to. the reinsurer: by ‘AM. *Best of a financial:strength ratmg of less than “A—".

a0

" On October 1, 2005 we entered into a quota share contract wrth several rem's"urers that covers a portron of our,
liability accruing under general property pohc1es From Ottober 1, 2005 to March 31, 2006 we ceded 35%'of 2’
policy,covered by.the contract, up to amaxinmim cession-of $10 million per policy subject to an-occurrence limit of
$250 million in the United States and $100 million in the rest of the world: As of April 1, 2006, we began ceding
45% of a policy covered by the contract,up to a maximum cession of $10'million per policy subject to an occurrence
limit.of $250-million in the-United States.and $100 million in the rest of the world. This contract will remain+in
effect until cancelled on October 31 of any year, subject to 60 days prior written notice. We also may terminate any
reinsurers’ participation in the contract at any time, upon written notice to the reinsurer, under specified
circumstances, including the assignment to the reinsurer by A.M. Best of a financial strength rating of less than
“A—"_Each reinsurer may cancel its participation in the contract on 30 days notice by certified mail if (1) we cease
underwriting operations; (2) a legal authority orders us to cease writing business or. we are placed under regulatory
supervrslon or (3) we merge or are acquired by another company. Under the contract, we earn a cedmg COMIMission
equa] to the ongma] comrmssrons pard by us plusan overriding comrmssron of 7 5% applied to the gross preinium
ceded to the contract We anm:lpate that our subsrdlanes will cede approxrmately $97 3'million'of premiums under ‘
this"contract dunng the 0c_tober 2005' to October 2006 term s Mt

K R [ I A o [ N 1] 3

OnJune 1, 2006, Allled World Assurance Company, Ltd A]hed World Assurance Company (Europe) Limited,
Allied World ,Assurance Company "(Reinsurance) Limited, Allied, World- ‘Assurance .Company (U.S.) Inc. and
Newmarket Underwriters Insurance Company entered into a quota share contract with several reinsurers that covers .
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a portion of our liability accruing under property.policies ‘written and classified as energy, heavy industry, mining,
oil, gas, petrochemical and power generator business. Allied World Assurance Company, Ltd, Allied World
Assurance Company (Europe) Lm:uted Allied World Assurance Company (Remsurance) Lmuted Alhed World
Assurance Company (U.S.) Inc. ‘and Newmarket Underwnters Insurance Company may cede up to 58 5% of a'
policy covered by the contract Uptoa ma:umum cession of $15 million per policy. This contract will rema.m in
effect until June 1, 2007. Alhed World Assurance Company, Ltd, Allied World Assurance Company (Europe)
Limited, Allied World Assurance Company (Remsurance) Lmuted Allied World Assurance Company (U.S. ) Inc
and Newmarket Underwriters Insurance Company also may terminate any reinsurers’ pamcrpanon in thé contract
at any time, upon written notlce to the reinsurer, under specified circumstances, including the assignment to the
reinsurer by A.M. Best ofa ﬁnanc1al 'strength rating of less than “A—". Each reinsurer may cancel its participation
in the contiact on 15 day_s notice by certified mail if we breach certain provisions regarding loss portfolio measures.
Under the Contract, the reinsurers allow Allied World Assurance Company, Ltd, Allied World Assurance Company
(Europe) Limited, Allied World Assurance Company (Reinsurance) Limited, Allied World Assurance Company
(U.S5.) Inc. and Newmarket Underwriters Insurance Company a ceding commission of 20% on the original
premiums ceded under the contract; however if the loss ratio is 70% or greater then the cedmg commission will be
17.5%. We anticipate that our subsidiaries will cede approximately $65 million in premiums under this contract
during the June 2006 to June 2007 tenn -

Newmarket Underwriters Insurance Company and Allied World Assurance Company (U. S ) Inc. were parties
to separate reinsurance agreements with The Hartford Steam Boiler Inspecuon and Insurance Company, a wholly-
owned subsidiary of AIG. The parties agreed to terminate the reinsurance agreements effective January 1, 2005,

Lexington Insurance Company, American Home Assurance Company, Canada branch, and Commerce &
Industry Insurance Company of Canada, each of which is a wholly-owned subsidiary of AIG, were together party to
a Pro Rata Semi-Automatic Facultative Agreement with Allied World Assurance Company (U.S.) Inc. and
Newmarket Underwriters Insurance Company. On December 21, 2004, Lexington Insurance Company delivered
notice to Allied World Assurance Company (U.S.) Inc. and Newmarket Underwriters Insurance Company
cancelling the Pro Rata Semi-Automatic Facultative Agreement immediately and ceasing to,cede any further
business. -

Allied World Assurance Company, Lid, Allied World Assurance Company (Europe) Limited, Allied World
Assurance Company (Remsurance) anted Allied World Assurance Company (Us) Inc, and Newmarket
Underwriters Insurance Company entered into'a property excess catastrophe reinsurance contract w1th several
remsurers mc]udrng Transatlantlc Remsurance Company, Inc a sub51d1ary of AIG e

Y . ! i et

Allied World Assurance Company, Ltd, Allied World Assurance Company (Europe) Lumted and Allied World
Assurance Company (Reinsurance) Limited are partles toa remsurance arrangement w1th several partres including
American Home Assurance Company, a whol]y owned subsrdrary of AIG o

* Allied World Assurance Company, Ltd, Allied World Assurance! Company (Europe) Limited, 'Allled World
Assurance Company (Reinsurance) Limited, Allied ‘World Assurance Company (U.8.) Inc. and Newmarkét
Underwriters Insurance.Company are partiés to an excess general casualty insurance agreement with- several
partles including Harbor Point Services, Inc! on behalf of Federal ]nsurance Company, a subsrdrary of Chubb
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Investment Strategy and Guidelines. . . = . S T . )

. 4 Py, [ o y

, We derivé asi gmﬁcant portron of our m'come' from’ our mvested assets, A'ts a result our, operatln Br results depend
in.part on the performance of our 1nvestment portfollo Because of the unpredlctable nature of losses that may arise
under insurance or reinsurance pohc1es written by us, our llqurdtty needs can be substanual and may arise at any,
time. We follow a conservative investment strategy de51gned to emphasize the preservatlon of our invested assets
and provide sufficient liquidity for the prompt payment of claims: In making investment decisions, ‘we consider the
impact of various catastrophic events to which we may be exposed. Our portfolio therefore consists primarily of

high investment grade-rated, liquid, fixed-maturity securities of short-to-medium term duration. Including a high-
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yield bond fund investment, 98% of our fixed income portfolio consists of invéstment grade. securities. As
authonzed by our ?oard of dJrectors we also invested $200 million of our sharelholders] e{qulty in four hedge funds.
T o RS gt Ty D H o A

“"We strive to structure our investments in a mariner that recogmzes our llquldlty needs for our future hablhtles'-
In‘that regard, we attempt to correlaté the maturity and duration of our mvestment portfoho to our general habrhty
profile. To the extent we are unsuccessful in correlatmg our investment portfoho with our expected habllmes we'
may be forced to liquidate-our -investments at times and prices that' are not ‘optimal. This could have’a‘material
adverse affect on'the’ performance of our mvestment.portfoho If our liguidity heeds or our genéral liability profile
unexpected]y change we mady not continue to strucmre bur investment portfolio in’its:current manner ‘and would_

adjust as necessary‘;o meet new: business’ needs 2 R '}- BRI U
et . "‘.., T e, i v e g L 1

In an effort to meet busmess needs and mitigate nsks our investment gu1dehnes specify minimum criteria of!

the overall credit quality and hquldlty characteristics of the portfolio. They include limitations on the size of some
holdings as well as restrictions on purchasing specified’ types of secunﬂes convertible bonds or mvestmg ifi'certain
regions. Permissible investments are also limited by the' type of isstier, the counterparty’s creditworthiness and other
factors. Our investment manager may choose to invest some of the investment portfolio in currencies other than the
U.S. dollar based on the business we. have wntten  the currency in whlch our loss reserves are denominated on our

books.or regulatory requrrements . - .

Our investment performance is subject to a variety of risks, including risks related ‘to general economic
conditions, market volatility, interest rate fluctuations, liquidity risk and credit and. default risk. Investment
guideline restrictions have been established in an effort to minimize the effect of these risks but may not always be
effective due to factors beyond our control. Interest rates are highly sensitive to many factors, mcludmg govern-
mental monetary pohcres domestic and intefnational economic and political conditions and other factors beyond
our control. A srgmﬁcant increase in interest rates could result in significant losses, realized or unreahzed in the
value of our investment portfoho Addmonally, with respect to some of our investments, ‘we are’ subject to
prepayment and therefore reinvestment risk. Alfernative investments, such as our hedge fund investments, subject
us to restrictions on-redemption, which may limit our ability to withdraw. funds for.some period of tinie after our
initial investment. The values of, and returns on, such investments may also be more volatile, ., |

[ L ™ . "

- Investment Committee and Investment Manager

The investment committee of our board of directors establishes investment,guidelines and supervises our
investment activity. The investment committee regularly monitors our overall investment results, compliance with
investment objectives 'and ‘guidelines; and ultimately reports our overall investment results to the board of directors.

. .. e - ot e 4 ‘.-‘..‘ An_dy sy v .

We have engaged affihates of the Goldman Sachs Funds to provrde drscrenonary investment management
services. We have agreed to pay investment management fees based on the month-end market values of the
investments in the portfolio. The fees, which vary depending on the amount of assets under management, are
included in net investment income. These investment management agreements are-gencrally in force for an initial
three- -year term with subsequent one-year period renewals, dunng which they may be terminated by either party
sub]ect to specified notice requirements. ‘Also, the ifivestment manager of a hedge fiind we invest in is a subsidiary
of AIG.

v LLANES

Our Portfolio

Accounting Treatment ~~ '

' ' * ' o PO . sk A . v ' e '

" Our investments primarily consist of fixed income securities. All of -our ifvestmeiits are carried at-their. fair
market value on the balance sheet date and are considered available for sale‘as defined in SFAS No. 115. Unrealized
gains and losses on-investments, which represent the difference between the aiortized cost and the fair fnarket
value of securities, are reported in the balance sheet; net of taxes, as accumulated other comprehenswe inome as &
separate component of shareholders’ equity. . A
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Composmon as. afDecember 3L 2005 ., cre o AU, ke -
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" As of December 31 2005 our aggregate mvested assels lolaled approxnmately $4 9 biltion. Aggregate invested
assets mclude cash and cash  equivalents, restricted cash, fixed-maturity secunues a fund consrstmg of global hlgh-
Standard & Poor s and Aa2 by Moody 5, Investors Servrce Short-term mstruments must be rated a mmxmum of A I/
P-1. The target duratlon rangeis 1.25403.75 years and the portfolio has a total return rather than income orientation.
At December 31, 2005, the average duration of our mvestmentjportfoho was 2.3 years and there were approximately
$25.5 million of unrealized losses in the portfoho net of applicable tax. The global high-yield fund invests pnmanly
in high-yield fixed income securities rated below investment grade and had a fair market value of $81.9 million as of
December 31, 2005. Our investment in the four hedge funds had a total fair market value of $215.1 rmlhon as of

December 31,.2005; oot T e Y T DTS T b
. C : co o . Coe e . A L h
. A The fol]owmg table shows the‘ types of securltnes in our portfoho excludmg cash ,equwalents and thelr fa1r
rnarket values and amortized costs as. of December 31 2005 LRI T T T
o - T R A A A e RS
Wo. e Yooy oy . cv-Amortized . Unrealized® Unrealized - Market
Cost Gains ., Losses , Value
. {$ in millions)
CIypeof Investment , . s e o o L e e
.+ U.S. government and agencies ..t ...c.. ... ... 1$2,351.1 $02 | $(429) $2,3084 . .
< Non=U.S. government securities ...t eilo o T 803 56 " '(1.9) ‘\ 840 -
o 'Corporate securities . . " L : 1 ) AN " o 9{15.? 06 SRR ( () I 935.8 ."\
. Asset—backed secunues. . :,. ' " R S 2174 . ‘_ . — : ' (1.2) 216.2
__Mortgage—backed securmes Ceeeineeaaear, 8473 037 - (3.0) . 846.0
Fixed Income Sub-Tota],..._‘.._., ........ a1 44420 100 .. (6L7). . 43904 -
. Global high-yield bond fund ....... e ...*-':f!. L763.0 189 . Lo 0 819
Hedge funds. .. ........... e e 2071 - 80 . 2150 ~
Total .. ..o e $4,712.1 37.0 (61.7) 4,687.4
— L T ST .
U.S. Government and Agencies- - - Tt . Coo o

S L v . 1 b T e . BT
-U.S. government and agency securities are comprised primarily of bonds issued by the U.S. Treasury, the
Federal Home Loan Bank the Federal Home Loan Mortgage Corporation and the Federal Natmna] Mortgage

Assoc1at10n ' : ‘ : R R AN

’ 1 , .. Lo . Coan A r .“r L ) . e
LT e o . . g A T ' K AN “ ’ et o
_Non-U.S. .Government Securities o T S TR

v - . oyl ., N

: LT e RV ‘ . "
.. Non-U.S. government securities, represent the fixed income obligations of non;U.S. governmental entities. .

Corporate Securities

Corporate securities are comprised of bonds issued by corporations that on acquisition are rated A-/ A3 or
higher and are diversified across a wide range of issuers and industries. The principal risk of corporate ¢ securities s
the potential loss of income and potential realized and unrealized principal losses due to insolvencies or
deteriorating credit. The largest corporate credit in our portfolio was Credit Suisse First Boston, which represented
1.6% of aggregate invested assets and had an average rating of A+.by Standard & Poor’s, as of December 31, 2005.
We actively monitor our corporate credit exposures and -have had-no realized credit-related losses to date. A.
decision to continue holding a bond is made by management based on downgrade research, future pro;ecuons and
the current market environment. B P e
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Asset-Backed Securities o - v '

Asset-backed securities are purchased both to diversify the overall risks of our fixed maturity portfolio and to
provide attractive returns. Our asset-backed securities are diversified both by type of asset and by issuer and are
comprised of primarily AAA-rated bonds backed by pools of automobile loan receivables, home equity loans and
credit card receivables originated by a variety of financial institutions.

The principal risks in holding asset-backed securities are structural, credit and capital market risks. Structural
risks include the security’s priority in the issuer’s capital structure, the adequacy of and ability to realize’ proceeds
from the collateral and the potential for prepayments. Credit risks include consumer or corporate credits such as
credit card holders and corporate obligors. Capital market risks include the general level of interest rates and the
liquidity for these securities in the market place -
Mortgage-Backed Secunt!es .

Mortgage -backed securities are purchased to diversify our port:folto nsk charactenst.tcs from pnmanly

-corporate credit risk to a mix of credit risk and cash flow risk. The majority of the mortgage-backed securities

in ourinvestment portfolio have relatively low cash flow variability.

The principal risks inherent in holding mortgage-backed securities are prepayment and extension risks, which
will affect the timing of when cash flow will be received. The ‘active ‘monitoring of our mortgage-backed securities
mitigates exposure to losses from cash flow risk associated with interest rate fluctuations. Our mortgage-backed
securities are principally comprised of AAA-rated pools of residential and commercial mortgages ongmated by
both agency (such as the Federal Nauonal Mortgage Assocnatnon) and non- agency ortgtnators

TS B

Ratings as of December 31, 2005 - . v M Lo "

The investment ratings (provided by major rating agencies) for fixed maturity’ securitiés held as of Decem-
ber 31, 2005 and the percentage of our total fixed maturity securities they represented on lhat date were as follows:

Percentage
' of Total
PR o ‘ ‘ P P . Amortized ., , Fair Market Fair Market -
‘ ) h o Cosi Value Value
T ' ($ in millions) '
Ratings' . . SN e - - oL Lo
U.S. government and government agencies ............. $23511  $2,308.4 526%
AAAIAGL. ... 1,230.5 12306, . 280,
AAJAAL L e ciee . 1563 1545 3.5
DAL P ._‘.'_.:_," 6769.. 6701 153,
., BBB/Baa.............. S e e 72 268 0.6
' Io:at....:-.‘:-: e, JUN I AT *$44420' 1 $4,3904 ' T '100.0%
4 R L o wo b oo - —— ' S _
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Maturity Distribution as of December 31, 2005 _ e

The maturity d15tnbut10n for fixed matunty securities held as'of Deceimber 31, 2005 was as follows:

T ' R R I S L Lt percentage
X - 1 o A . o .. ‘ . 1 of Total .
' e , .Amortized  Fair Market ,  Fair Market
! - Lo -+ Cost * Value - -Value -
Cae s . Ginmilions) ,

. Maturity. o . T .. o .o
-Ducwnthmoneycar....—.‘....l.-...'...-._.......‘..;.... $.3821 - $ 3815. 8.7%
‘Due after one year through five years . .. .4 v o 0L ' 2,767.0 . 27159 619 0
Due after five years throughtenyears. ................. 2260 228.6 s
Dueaftertenyears...............i i 22 2.1 —
Mortgage-backed securities. . ............ R 8473 846.1 " 193
Asset-backed securities. . . /. ... LA S ool 2174 12162 49
Total ... e ..l 584420 $43904 . 1000% .,

Investmem Retums for the Year Ended December 31 2005 | ' T . crn o ,

" Our investment returns’ for the year ended Décember 31, 2005 were as follows ($in Imlllons)
Net investment mcome. RS :. .).f!. i o e { ] ' . :'. S $1?8.6 -,
Net realized loss on sales of mvestmems ............ e e e e e $(10.2)
Net change in unrealized gains and losses. ..................... L 1 1. )
Total net investment return. .......... PRERRES e PR R $109.7
Total retum(l).....,'.,.'.“.:.‘....‘..I.,_._....‘..'..,...,...; ..... S o 5.3%‘
Effective annualized yield(2) .. ....... ... i 3.9%

(1} Total return for our investment portfolio is calculated using beginning and ending market values adjusted for

external cash flows and includes unrealized gains and losses.

(2) Effective annualized yield is calculated by dividing net investment income by the average balance of aggregate
invested assets, on an amortized cost basis.

P . -t - Ty
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Secunnes Lending

In January 2005, we 1ml1aled a secunues lending program whereby the securities we own that are mcluded in
fixed maturity investments available for sale are loaned to third parties, primarily brokerage firms, for a short perlod
of time through a lending agent. We maintain control over the securities we lend as we can recail them at any time
for any reason, receive amounts equal to all interest and dividends associated with the loaned securities and receive
a fee from the borrowér for the temporary use of the securities. Collateral in the form of cash is required initially at a
minimum rate of 102% of the market value of the loaned securities and may not decrease below 100% of the market
value of the loaned securities before additional collateral is required. We had $449.0 million in securities on loan at
December 31, 2005 with collateral held against such loaned securities amounting to $456.8 million. .
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The fol]owmg chart shows how our company is orgamzed _ .

B T ”
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Our Bermudi insurdnce subsidiary, Allied World Assurance Cornpany, Ltd; w‘ras'incorporafed on November 13,
2001 and began operations on November 21, 2001. Allied World Assurance Company, Ltd is a registered Class 4
Bermuda insurance and reinsurance company and is subject to regulation and supervision in Bermuda. Senior

management and all of the staff of Allied World Assurance Company, Ltd are located in our Bermuda headquarters.

Our European Subsrdlanes

B TR Wi S S C P

sAllied World Assurance Company (Eurape) Lrn:ued A B PR o .

On September 25, 2002, Allied World Assurance Company (Europe) Limited was incorporated as a wholly- -
owned submdlary of Allied World Assurance Holdings (Ireland) Ltd..We capitalized Allied World Assurance
Company (Europe) Lmuted with $30 million i 1n ‘Capital. On’ October 7. 2002 Allied World Asslrance Company
(Europe) anted was authotized by the Deparu'nent of Enterprlse Trade and Employrnent to underwrite insurance -
and reinsurarnice from offices in Dublin. Based on it$ license i inIreland, Allied World Assurance Company (Eutope)
Lln'uted is able to underwrite. risks situated throughnit the: European Umon subject’to comphance with the' lhll’d

non-lifé dlrectlve of the European Umon foe el oo b Pt
ERTE R [ ' - ! . y LY R B I - L]
Allled World Assurance Company (Europe) Llnmed mamtams ofﬁces 1n Dublin and in LOndon and since its -
formanon has written busmess griginating from Ireland, l‘.he Umted_ ngdom and (;()lnpnental Europe. . . .

el TR TS Lrl T Ty . '

Alhed Worki Assurance Company (Remsurance) erned T e ek oL,

'On July*18, 2003, Allied World' Assurance Company’(Remsurance) Limited was mcorporated asa whol]y-
owned subsidiary of Allied World Assurance Holdings’ (Ireland) Ltd and ‘licensed in "Ireland fo write remsurance
throtighout thé Etropean Union. We capitalized Allied World Assurance Company (Reinsurance) Limited with*
$50 million in capital. We mclude the business produced by this entity in our property segment even though the -
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majority of the coverages written are structured as facultative reinsurance.,Allied World Assurance Company
{Reinsurance) Limited was granted a license by the U.K. Financial Services Authority on August 18, 2004 to
underwrite business directly through a branch office in London. The Company writespfimarily property business
directly sourced fiom London market producers However, thé risk location can be worldwide.™ ™ ™

) .
. . ] . ‘. ‘' .
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Our U.S. Subsidiaries et - .

In July 2002, our subsidiary, Allied World Assurance Holdmgs (Ireland) Ltd, acqulred Allied World Assurance
Company (U.S.) Inc. (formerly Commercial Underwnters Insurance Company) and Newmarket Underwriters
Insurance Company, two excess and surplus lines: companies-formed in the States,of California -and New
Hampshire, respectively; from Swiss Remsurance America Corporation, an affiliate of the Securitas Capital Fund,
one of our principal shareholders. Allied World Assurance Company (U 5.) Inc. was subsequently redomiciled m'
the State of Delaware. Together, these two companies are authorized or eligible to write insurance on a surplus 11nes
basis m all states of the United States. Prior-to-January 1,-2002, these two companies retroceded all of their
insurance, reinsurance, credit and investment risk to two Swiss Re companies, their former parent company. We
thus avoided any exposure to underwriting risk related tq the companies’ prior business.

Allied World Assurance Company (U.S.) Inc. and Newmarket Underwriters Insurance Company market
specialty property and casualty insurance products and services to a wide range of clients through a selected group
of excess and surplus lines wholesalers that have a demonstrated track record of handling difficult risks while at the
relanonshlps our U.S. subs1drar1es have access to the excess and surplus 1nsurance rnarkets in 50 states. Both
compames maintain admlmstratwe ofﬁces that are located in Boston Massachusetts and New, York, New, York In
addition;’ Allred World Assurance Company;(U S) Inc. has opened an office in San Franc1sco Calrfomra and
Newmarket Underwnters Insurance Company has ‘opened an-office in Chicago, Allinois. - - o= -

Newmarket Underwriters Insurance Company is currently applying for licenses in various states so that it may
offer directors and officers liability and excess casualty coverage on an adritted basis: Flofida, THinois, Michigahn,
Missouri, Ohio,.Pennsylvania and Texas recently issued Newmarket Underwriters Insurance Company, a license,
and license applications are pending in Six other states.. ¢ e L e
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Our Employees

As of December 31, 2005, we had a total of 221 full-time employees of which 145 worked in Bermuda 35 in

the United States and 41 in Europe. We believe that our employee relations are“good. ‘No ‘employees are’ ‘Subject'to
collective bargalmng agreements., P T T S e S

bl : S, l S SRSNE N ‘e
Under Bermuda law non- Bermudrans (other than spouses of Bermudrans holders of a permanent -resident’s

+

eernﬁcate and holders of a workmg resident’s cernﬁcate) may not engage in any gainful occupation in Bermuda.

w1thout an appropnate governmental work pemnt Work pertmts may be granted or extended by the Bermuda
govermnent ifitis shown that, after proper public. advertlsement in most cases, no Berrnudlan (or spouse of.a
Bermudian, holder of a permanent resident’s certificate or holder of a workmg resident’s certrﬁcate) is ava11able
who meets the minimum standard requirements for the advertised position. In 2001, the Bermuda govemment

announcéd 4 new immigration'policy limiting the tota] duration-of work permits, mcludmg renewals, to six to nme.

years, with-specified exemptions-for key employees In March 2004, ‘the Bermuda government announced an
amendment to this policy which expanded the categories of occupations recognized by the government as “key” and
with respect to which businesses can apply to be exempt from' the six“to-riine year limitations. The categories
include senior executives, managers with global responsibility, senior financial posts, certain legal professionals,
senior insurance professronals experienced/specialized. brokers, actuaries, specialist investment traders/analysts

and senior 1nformanon technology engineers and managers.;All of our Bermuda-based professronal employees,who -
require work permits have been. granted permits by the Bermuda government. ., N B

30




SELECTED CONSOLIDATED FINANCIAL INFORMATION

. The fo]lowmg table sets forth our summary historical statement of operations data for the years ended
December 31, 2005, 2004, 2003, 2002 and 2001, as well as our summary balance sheet data as of December 31,
2005, 2004, 2003,-2002 and 2001. Statement of operations data for the years ended December 31, 2005, 2004 and
2003 and balance sheet data as of December 31, 2005 and 2004 are derived from our audited consolidated financial
statements lncluded elsewhere in this Annual Report, which have been, prepared in accordance with U.S. GAAP
Statement of operatlons data for the years ended December 31, 2002 ‘and 2001 and balarice shéet data ‘as of

- December 31, 2003, 2002'and 2001 are derived from our audited consolidated financial statements not included in

this' Annual -Report, which have been prepared in accordance with U.S. GAAP. These historical results are not
necessarily indicative of results to be expected from any future period. You should read the following summary
consolidated financial information togetlier with the other information contained in this Annual Report, including
“Management’s Discussion and Analysis of Financial Condition and Results of Operatlons and the consolidated
financial statéments and related notes. e e, s .
Paoe I vy . a . Year Ended December 31, . " v

, . 2905 . 2004 2003 . J2002 ,_‘2001 .

($ in millions, except per share amounts and ratios)

“e . b o - R [P

Summary Swtement of'

Operatmns Data: .. .U T S e
Gross premmms written... ..., $ 15603 $*..1,7080 § 1573.7"0°$ - ‘9225 ¢ ' <q2q
Net premiums witen ... ..., § 12220 '8 13727 0§ 13465 $ 8460 0§ 121
Net premiums earned. . ....... $§ 12715 ~§ 1,3255 $ 11,1672 § .,. 4340, v$  -i:, 04
Net investment income., .. ... .. 178.6 129.0 101.0 - 816-. . .22
Net realized investment (losses) _ R L o ] d
 gains L e (102) , 10.8 - 134 ' 7.1 =
Net losses and loss expenses - 1,344.6 1,013.4 762.1 340 . . 0.2
Acquisition.costs : . .. BT e , 1434 - 1709 .- 1626 - 582 . -  —
. General and admlmstratlve " I T ' P AL .
. eXpenses, . covid A e 0 0943 a0, 863, ey 1.665 AT 31 S i 06
Foreign exchange loss (gam) oo 227 oL 03y (4.9) v l(1 S) e —
Interest expense ........ !'.’. ’.‘.' JERD ¢ S — e
lncome tax (recovery) expense . T (/) R (2 2) o 6 9 : '-"'j 2. 9 R
Net income (less) e (159 8) $ 197 2 $ 2884 - $ 127, 6 o $ - 1.8
Per Share Data P "l‘ A g ' r:. ' '_ ' .“"'.' . l’“ ' N
Earnings (loss) per share: (1) ! ) ) ‘ X o . ) H‘ ‘ ", b “. "_‘ - . "
BaSIC. .. ... $ 61 s 3 o3 s sas s 255 s oo
Diluted .. .......oiiiins S (3 19 3 83 i 566 ‘255 7 004
Weighted average number of T L C
commeon shares outstanding: .... =~ .+ LI It (U T T
Basic...... Coeenewienea e 50,162,842, -0 50,162,842 50,162,842, 50,089,767y ., 150,016, 642
Diluted ............«.... . 50,162,842  51,425389 . 50969,715 50,089,767, . 50,016,642
Dividends paid per share ...... § . 993 — — e
' - A 1. | v ':. e
. i T R ST SO R PP L P R T "
; LN R . 1 t PR T AL b2 E b 14 oo
L L P S FEE L N R oo " , :
Lo o " ) .l LT “
L T T RA IR A DR R T AT A Tt S
B R TR . WL S R S I TN SL AR,
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T ‘' Year Ended December 31,
' 2005 2004, 2003 2002 2001

: - . S SO T e
Selected Ratios: i co Coee et ’ ot : AN '
Loss 1atio(2) « .. oot Ui T 1057% 765% 65.3% 70.1% '55.2%
Acquisition cost ratio(3) ...... . L. oot AL e 113 1297 139 1347 6
General and adrmmslratwe expense rano(4) ST L .. 14 ','6,5. 7 5 7 " 73 1528
Expense ratio(5) . . . . . el 187194 1960 207 1593
Combined ratio(6). . . . . A AV T o o1244 . 959 849 , 908 2145
: e o Y ot ', AsofDelember3l, = . '
W i T e U008 2004 7~ ¢ 2003 - 20020 - 2001
: C ‘ S ST {$mmﬂlions,exceptpershareamounts)'-. .
Selected Balance Sheet Data . R RRTI
Cash and cash equivalents .’.. . 1. . &0 ... $ 1724  $ 1907 $ 661 $ 879 $1,4921
Investments at fair market value .. 5........... 46874 - 40879 31849 21299 411.1
_Reinsurance recoverable e L ce .‘ 716.3 259.2 93.8 10.6 e
TOAl ASSELS . + « - v e e eve ettt 66105 50722 38490 25603, 19164
Reserve for losses and loss expenses ..... weeie. s 34054 02,0371 1,058.7 -3105 .02
Unearned premiums .~........7.. PR 0T 7400 777953 7255 4758 1.7
Toial debt .- . . . . ot Wil m 25000 . — o —
Total shareholders’ equity .............. L.l '14203 21385 19790 1,6824 14904
Book value per share: (7) R RS T . Co '
Basic ....... e FEETTITTUTI - $ 2831 % 4263 $ 3945 $ 3359 § 29:80
" Diluted ... e 2820 ¢ 4158 38.83 33.59 29.80

- ¢ .
1 . . e ¥

(1) Eamnings (loss) per share is a measure based on our net income (loss) divided by our welghled average common
. shares outstanding. Basic earnings (loss) per share is defined as net income (loss) availablé‘to common shareholders
* . divided by the weighted average number of common shares outstanding for the period, giving no effect to dilutive
-securities. Diluted earnings (loss) per share is defined as net income (loss) available to common shareholders divided
by the weighted average number of common shares and common share equivalents outstanding calculated using the
treasury stock method for all potentially dilutive securities, including warrants and restncted stock units. When the
effect of dilutive securities would be anti-dilutive, these securities are excluded from the calculation of diluted
earnings (loss) ] ‘per share. Certain warrants’ ‘that were anti-dilutive were excluded from the calculation of the diluted
earnings (loss) per share for the year ended December 31, 2004. No common share equivalents were included in
calculating the diluted earnings per share for the year ended December 31, 2005 as there was a net loss for tlus
period, and any addmonal shares would prove to be anti-dilutive.

(2) Calculated by dividing net losses and loss expenses by net premmms eamed
(3) Calculated by dividing acqulsmon costs by net premiums earned. ' . .
(4) Calculated by dividing general and administrative expenses by net premiums. eamed -t . L .
(5) Calculated by combining the acquisition cost ratio and the general and administrative expense ratio.

(6) Calculated by combmmg thé Toss ratio, acqmsmon cost ratio- and general and administrative expense rano

(7) Basic book value per share is defined as total shareholders’ equlty available to common shareholders d1v1decl by
the number of common shares outstanding as at the end of the period, giving no effect to dilutive securities.
Diluted book value per share is defined as total shareholders’ equity available to common shareholders divided
by the number of common shares and commeon share equivalents outstanding at the end of the period, calculated
using the treasury stock method for all potentially dilutive securities, including warrants and restricted stock
units. When the effect of dilutive securities- would be anti-dilutive, these securities are excluded from the
calculation of diluted book value per share. Certain warrants that were anti-dilutive were excluded from the
calculation of the diluted book value per shire as of December 31, 2005 and 2004.
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MANAGEMENT"’S DISCUSSION AND ANALYSIS OF:
FINANCIAL CONDITION AND RESULTS OF OPERATIONS

Il
’

-The following discussion and analysis of our financial condman and results of operatmns should be read in
conjunction with our consolidated financial statements and related notes included elsewhere in this Annual Report.
Some of the information contained in this discussion and analysis or included elsewhére in this Annual Report,
including information-with respect to.our plans and strategy for. our business, includes forward-looking statements
that involve risks and uncertainties. Please-see the “Cautwnary Statement Regardmg Forward Lookmg State-
ments” for more information. - - - . . - : o R

- . ’ - - N "
: ' f . . . . Lo + T '

Overview

Our Business

We were formed in November 2001 by a group of investors, mcludmg ‘AIG, Chubb, the Goldman Sachs Funds
and Secuntas Capital Fund, an affiliate of Swiss Re, to respond to a global reduclmn i insurance industry capital
and a dxsrupuon in available insurance and reinsurance coverage. As of December 31, 2005, we had $6,610 million
of total assets, $1,420 million of shareholders equity and $1, 920 n‘ulhon of total caplta] We write a d1vers1ﬁed
portfoho of property and casualty i msurance and reinsurance lmes of busmess mtemauonally Lhrough our msurance
subsidiaries or branches based in Bermuda, the United States, Ireland ‘and the United Kingdom. We manage our
business through three operating segments: propeny, casualty and reinsurance.

P ' FREY B . . i [ et

Relevant Factors

Revenues

A

We derive our revenues primarily from premiums on our insurance policies and reinsurance contracts, net of
any reinsurance or retrocessional coverage purchased. Insurance and reinsirance premiums are a function of the
amounts and types of policies and contracts we write, as well as prevailing market prices. Our prices are determined
before our ultimate costs, which may extend far into the future, are known. In addition, our revenues include income
generated from our investment portfolio, consisting of net investment income and net realized gains or losses. Our
investment portfolio is currently comprised primarily of fixed maturity investments, the income from which is a
function of the size of invested assets and relevant interest rates.

N e P . 4 s Lo + ' .

Expenses . e _ . ‘ oy

Our expenses consist largely of net losses and loss expenses, acquisition costs and general and adnumstrauve
expenses. Net losses and loss expenses are comprised of paid losses and reserves for losses less recoveries from
reinsurers. Losses and loss expense reserves are estimated by management and reflect our best estimate of ultimate
losses and costs arising during the reporting period and revisions of prior period estimates: In accordance with
U.S. GAAP, we reserve for catastrophic losses as soon as the loss event is known to have occurred. There were an
exceptional number -and intensity.of storms during the year ended December 31, 2005, and we have estimated
property losses from Hurricanes Katrina, Rita and Wilma and - Windstorm Erwin of $469.4 million net of
reinsurance recoverables. Acquisition costs consist principally of commissions and brokerage expenses that are
typically a percentage of the premiums on insurance policies or reinsurance contracts written, net of any
commissions received by us on risks ceded to remsurers Gengral and admxmst,ratwe expenses mc]ude fees paid
to subsidiaries of AIG in return for the prov151on of various administrative servxces Pnor to January 1, 2006, these
fees were based ona percentage of our gross premlums written. Eﬂ"ecuve January 1, 2006, our admlmstrauve
services agreements with AIG subsidiaries were amended and now contain both cost-plus and flat-fee arrangements
for a more limited range of services. The services no longer included within the agreements are now provided
through additional staff and infrastructure of the company. General and administrative expenses include personnel
expenses, professional fees, rent and other general operating expenses. As a result of our becoming a public
company, we anticipate increases in general and administrative expenses as we add personnel and are subject to
reporting regulations applicable to publicly-held companies. . . . Co e,
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CriticalAccountingPolicies BRI S R r A T
C o e PR .. "

Itis important to understand our accountmg policies i in order to understand our financial position and results of
operations. Our consolidated financial statements reflect determinations that are inherently subjective in nature and
require management to make assumptions ‘and best estimates to determine the reported values. If ‘events or other
factors cause.actual results to differ materially from management’s underlying.assumptions or estimates, there
could be a material adverse .effect on our financial condition or results -of operations. The following are 'the
accounting policies. that, in"management’s judgment, are critical due to the judgments, assumptions and uncer-
tainties underiying the application of those policies and the potential for results to differ from management’s
assumptions. If actual events differ from the underlying assumptions or estimates, there could be a material impact
on our results of operations, financial condition or liquidity.

Reserve for Losses and Loss Expenses

[ A

The reserve for losses and loss ,EXpenses is compnsed of two main elements; outstandmg loss reserves, also
known as “case reserves, and reserves for losses mcurred bat not reported also known as “IBNR’. Outstandmg loss
reserves relate to known clarms and represent management s best estrmate of the hkely loss settlement “Thus, there
is a mgmﬁcam amount “of esttmauon mvolved in deterrmmng the llkely loss payment IBNR reserves ‘require
substanttal Judgment because they relate to um'eported events ‘that, based on mdustry mformauon management s
expenence and actuanal evaluatlon can reasonably bé expected to have occurred and are reasonably likely to result
in a loss to our company. ‘

N o ot - - - . -
St . . TN [ -, {

Reserves for losses and loss expenses as of December 31, 2005, 2004 and 2003 were comprised of the
following:

December 31,
2005 2004 003 _
CBSE TESEIVES . .o\ eeeessesaness e ORI .8 9212 $ 39 51520
CEBNR . : ‘24842 171529067
Reserve for losses and loss expenses .. ..., h . .. T 3 4054 - -.2,037.1 - --'1,058.7 -
—Remsura.nce recoverables V.. st e o Lot UL (‘716 3) 2592y (93.8)
Net reserve for’ losses and loss expenses ... . e - ‘$2,689.'1 $1,777.§ .8 964.9

] . i . [ M B ] -

IBNR reserves are estimated for each business segment based on various factors, including underwriters’
expectations about loss experience, actuarial analysis, comparisons with industry benchmarks and loss expertence
to date. Our actuaries employ generally accepted actuarial methodologies to determine estimated ultimate expected
losses and loss expenses. The IBNR reserve is calculated by reducing.these estimated ultimate losses and loss
expenses by the cumulative,paid amount: of losses and' loss expenses and the:current carried outstanding .loss
reserves for losses and loss expenses: The adequacy of -our.reserves is tested quarterly by our;actuaries. ‘At-the

_ completion of each quarterly review of the reserves, a reserve analysis and memdrandum.are written and reviewed

with-our loss reserve committee. This committee determines management’s best estimate for loss and loss expense
reserves based upon.the réserve analysis and memorandumis A loss reserve study is:prepared by an independent
actuary annually in-order.to provrde additional insight-iiito the reasonableness of our.reserves for.losses and loss

w .

expenses. . | ‘u"‘ Y LTI PO N T et ey ‘ o

Estunatmg reserves for our property segment rehes prlmanly on tradmonal loss reservmg methodologres|
uttllzmg selected pald and reported loss development factors In’ property lmes of busmess claxms are generally
reponed and paid, wrthm a relattvely short Jperiod of tlme (“shorter tail hnes”) dunng and follmmng the policy
coverage penod Thrs enables us to deterrrune wrth greater certamty our estlmate of ultlmate losses and loss
expenses S O S SRR St

Our‘casualty -segment mcludes general liability risks;“healthcare and'professional habnllty risks,- such”as
ditectors andofficers and errors and omissions risks. Our average attachment points for these linesiare high, making
reserving for these lines of business'more difficult..Claims may be reported several years after the coverage period

has terminated (“‘longer tail lines’). We establish a case reserve-when-sufficient information is"gathered to make a
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reasonable estimate of the liability, often requiring a significant amount of information-and time. Due to the lengthy
reporting pattern of these casualty lines, reliance is placed on industry benchmarks of expected loss ratios -and
reporting pattems in addition to our, own experience.

ik gy

Our reinsurance segment is a'composition of shorter tail lines similar to our property segment and longer tail
lines smnlar to our casualty segment Our reinsurance treaties are reviewed individually, based upon individual
characteristics and loss expenence emergence

Loss reserves on’ assumed réinsurance have unique features that make them more difficult’ to ‘estimate.
Reinsurers have to’ rely upon the cédents and reinsurance intermediaries to report losses in a timely fashion.
Reinsurers must rély upon cedents to price the underlying business appropriately. Reinsurers have less predictable
loss emergence patterns than direct insurers, particularly when writing excess of loss treaties. - .~ .

For, excess of loss treatigs, cedents generally are required to report losses that either exceed 50% of the
retention, have a‘reasonable probability of exceeding the retention or meet serious injury reporting criteria in a
timely | fashion Al] reinsurance clatms that are reserved are reviewed at least every six months. For proportional
treaties: cedents are required to give a periodic statement of account, generally monthly or quarterly. These periodic
statemerits typrcally mclude information regardmg written premiums, earned premiums, unearned premiums,
ceding cormmssrons brokerage amounts, applicable taxes, paid losses and outstanding losses. They can be
submitted 60 to 90- days after the close of the reporting period.-Some proportional treaties have specific language
regarding earlier notice of serious claims. Generally our reinsurance treaties contain an arbitration clause to resolve
disputes..Since our inception, there has been one dispute, which was resolved through arbitration. Currently there
are no material disputes outstandmg

Remsurarice generally has a greater time lag than direct 1nsurance 1n the reporung of claims. There is the lag
caused by the claim first being reported to the cedent, then the mtermedlary (sich as a broker) and ﬁnally the
reinsurer. This lag:can be'three to'six months. There.is also a lag because the.insurer may not be required to report
claims to the reinsurer until ceitain reporting criteria are met. In some instances this could be several:yeats, while a
¢laim is being:litigated.We'use reporting-factors from the Reinsurance Association of America to adjust for-this
time lag. ‘We:also use historical .treaty-specific reportingifactors when applicable. Loss and premium information
are entered into our reinsurance system by our claims department and our accounting department on a timely basis!
To date, there has not been any significant backlog. - o oo e A St

- We record the individual case reserves sent.tous by.the'cedents through the reinsurance intermediaries.
Individual claims are reviewed by our reinsurance.claims department and additional case reserves are established as
deemed appropriate. The loss data received from the intermediaries is checked for reasonabillty and also for known
" events. The loss listings are rev1ewed when performing regular claim audits..” - - . o7 T R

The expected loss ratios that we assign to each treaty are based upon analysis and modeling performed by a
team of actuaries. The historical data reviewed:by:the team of pricing actuaries is considered in settmg the reserves
for. all treaty years with each cedent. The historical data in the submissions is matched agamst our carned reserves

forourhistoncal treaty years L A . . T
t v . '\-
Loss reserves do not represent an exact calculauon of llability Rather loss resérves are estimates of what we

expect the ultimate resoluuon and adrrumstration of clarms will cost. These estimates are. based on actuarlal and
stabsueal pro_]ections and on our assessment of currently available data, as well as estimates of future trends in
claims seventy and frequency, Jud1c1al theorles of liability and other factors Loss reserve estimates are reﬁned as
expenence develops and as claims are reported and resolved. In additlon the relatively long penods between when a
loss occurs and when it may be reported to our claims department for our‘casua]ty lmes of busmess also mcrease the
uncertamtres of our reserve estimates in such lines.

. . .
. coLyer N PEEER VIR I R AN a o Vot e L L W [
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The following tables provide our ranges ofloss and loss expense reserve estimates by business segment as of

December 31, 2005: T T T L
:, 1. Resérve for Losses and Loss Expenses
Gross of Reinsurance Recoverable
" C e T et " Carded ' ©  Low "High
T PUREE TV L ' Reserves + -« Estimate ¢ Estimate
. ($ in millions) "
Property ............. g $10588 $ 868.7 . $1,330.8
CCasualty . o e e e L 541.7 11499 . 17530,
» ,Remsurance.........--....‘....r-. O T 17989 5541 - .818.2 ..
Consolidated reserves and esttmates(l) TS B $3 405.4 - $2,796.’l - $3,657.2
# ‘ Lo e st P Reserve for Losses and Loss Expenses
R A o P ... Net of Reinsurance/Recoverable
el gl ‘ TR R e Vo, g L . o, Carried . Low . High raf
. 1" : ; - ) _ Reserves Estimate Estimate
) 1, . * " ' ar. e 4 4 . ($mmllllons) —
" Property ... ool u,ﬂ:“ L o $ 5437 $ 3924 % 667.1
Casualty . .. ... kg e e a, L4190 115244 1,6084
Reinsurance . .......... ke e e e e i et e el 1263 0, 5506 . 7433 -

Consolidated reserves and est:tmates(l) .................. et $2.689.1 m-$2,178.6 ‘ $2'.832.3 e

(1} For statistical reasons, it is not appropnate to add together the ranges of each busmess segment in an effort to
determme the low and htgh range around the consolldated loss reserves. ' '

Our range for each busmess segment was determmed by utilizing, mulnple actuanal loss reserving methods
along with varying. assumptions: of -reporting ‘patterns and expected -loss ratios -by loss year.:In addition, for
Hurricanes Katrina, Rita*and Wilma; we have reviewed our insured risksin the exposed areas’and the potential
losses to each risk. These hurricanes have caused us to have relatively wide ranges for the property lines reflecting
the uncertainty of the ultimate losses from these storms. The various outcomes'of these techniques were combined

to determine a reasonable range of required loss and loss expense reserves:: « i .. 4 L0 e

‘We utilize a variety of standard actuarial methods in our analysis. The selections from these various methods
are based on the loss development characteristics of the specific;line-of business: For lines of business with
extremely long reporting periods such as casualty reinsurance, we may rely more on an expected-loss rat10 method
(as described below) until losses begin .to. develop. The-actuarial methods we utthze include: - ‘

- Paid Loss Development Method. We estimate ultimate losses by calculatmg past paid loss.development
factors and applying them to exposure periods with further.expected paid loss developmeént. The paid loss
development method assumes that losses are. paid at a consistent rate. It provides an objective.test of reported loss
projections because paid losses contain no reserve estimates. In some circumstances, paid losses for recent periods
may be too varied for accurate predictions. For many coverages, claim payments are made very slowly and it may
take years for clmms to be fully reported and settled These payments may be unreliable for determmmg future loss
proJecuons because of * slu_fts in settlement patterns or because ‘of la.rge settlements”in” the early stages of
development. Choosmg an appropnate “tail factor” to detemune the amount Yof payments “from the latest
development penod to the ultimate development penod may also réquire constderable judgment, especially for
coverages which have long payment pattel'ns As we have lnmted payment history, we have had to supplement our
loss’ development pattérms with' other methods. L

P | [ S [ N
Reported Loss Development Method. 'We estimate ultimate losses by calculating past reported loss devel-
opment factors and applying them to exposure periods with further expected reported loss development. Since
reported losses include payments and case reserves, changes in both of these amounts are incorporated in this
method. This approach provides a larger volume of data to estimate ultimate losses than paid loss methods. Thus,
reported loss patterns may be less varied than paid loss patterns, especially for coverages that have historically been
paid out over a long period of time but for which claims are reported relatively early and case loss reserve estimates
established. This method assumes that reserves have been established using consistent practices over the historical
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periad that is reviewed. Changes in claims handling procedures, large claims or significant numbers of claims of an
unusual nature may cause results to be too varied for'accurate forecasting. Also, choosing an appropriate “tail
factor” to determine the change in reported loss from’that latest'development period to thé ultimate development
period may require considerable judgment. As we have hrmted reported hrstory, we have had to supplement our loss
development patterns with appropnate benchmarks PHER wy . ' o

Expected Lasr Ratio Method To estu'nate ulttmate losses under the expected loss ratlo method, we multlply
earned premiums by an expected loss ratio. The expected loss ratio is, selected uuhzmg 1ndustry data, historical
company data and profess1onal judgment. Tlus method is partlcularly useful for new insurance companies or:new
lines of busmess where there are no historical losses or where past loss expenence is not credible.

- 1 - e, [

Bomhuener-Fergusan Paid Loss Method The Bomhuetter-Ferguson pald loss method is a combmanon of
the paid loss development method and the expected loss ratio method. The amount of losses yet to be paid is based
upon the expected loss ratios: These expected loss,ratios are modlﬁed to, the extent paid losses to date differ from
what would have been expected to have been pard based upon the selected paid loss development pattern. This
rnethod avoids some of the distortions .tha_t could res_ult from a large _development factor being applied to a small
base of paid losses to calculate ultimate losses, This method will react slowly. if actual loss ratio ratios develop
differently, because of major, changes in rate levels, retentions.or deductibles,, the forms ,and conditions -of
reinsurance coverage, the types of risks covered or a variety of other.changes. ... - , . -

+!

Bornhuetter-Ferguson Reported Loss Method. The Bornhuetter-Ferguson reported loss method is ‘similar to
the Bornhuetter-Ferguson paid loss method with the exception that it uses reported losses and reported loss
development factors. v :

Our selection of the actual camed reserves has typrcally been above the rmdpomt of the' range We beheve that
we should be’ conservatrve in our’ reservmg pracnces due to the lengthy reporting pattems and’ relatrvely large limits
of net liability for any one nsk of our drrect eXcess casualty business and of our casualty reéinsurance busmess Thus,
due to this uncertamty regardmg estrrnates for reserve for losses and loss expenses we have h1storlcally carried our
reserve for losses and loss expenses 4% tol 1% above the mid- pomt of thie Iow and high estunates A provision f for
uncertamty is embedded in our reserves through our selection of the high estimate for long-tall ]mes of business. We
believe that relying on the most conservative actuarial indications for' these liies of business is prudent for a
relatively new company.

‘ Y e et

The key assumptions used to arrive at our best estimate of loss reserves are the expected loss ratios, rate of loss
cost inflation, selection of benchmarks and reported and’ pard loss emergence pattems. Our reportmg pattems and
expected loss ratios were based on either benchmarks “for longer tar] biisiness or hrstoncal’ rleportmg patterns’ for
shorter tail busmess The benchmarks selected were those that’ we belreve are most s1rrular to our underwrmng
busmess o ', Ct

i - - . + P . . .
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The key assumptions that have changed historically are the expected loss ratios: Our expected loss ratios for
property lines change from year-to year. As our lossés from property lines‘are reported relatively quickly, we select
our expected loss ratios for the most recent years based upon our actual'loss ratios for our older years adjusted for
rate changes, inflation, cost of reinsurance’and average storm activity: For the property lines, we initially used
benchmarks for: reported and paid loss emergence patterns. ‘As we -mature as a company, we have begun
supplementing those benchmark patterns-with our actual patterns’as- appropriate. .Our net expected:loss ratios
for the property lines at the end of 2003 were 50% to 55%. They have been increased to 65% to 70% for the current
year. This increase in expected loss ratios is largely due to the increased cost of catastrophe reinsurance post
Hurricanes Katrma Rita and Wllma For the casualty lines, we. contmue to use benchmark patterns, though we
update the benchmark patterns as additional information is publrshed regardmg the benchmark data. At the end of

© 2003, we were selecting expected loss ratios for the casualty lines at approximately §1%. Our selected expected loss

ratios for the casualty lines hdve.been decreased t070% to'75%, depending on the line and year of loss. These
decreases in‘casualty expected loss ratios have beeh driven by low reported loss activity within our book of business
and favorable loss ratios reported by peer msurance compames of comparable or greater size.

The selection of the expected loss ratios for the casualty lines of business is our most significant assumptron If -

our final casualty insurance and casualty reinsurance loss ratios vary by’ ten' points-from the expected loss ratios in’
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aggregate, our .required net reserves -after reinsurance recoverable would: need.to change by approximately,
$255 million. As:we commonly write net lines-of casualty insurance' exceeding $25 million, we expect that
ultimate loss ratios could vary substantially from our initial loss ratios. Because we expect a small volume of large
claims, we believe the variance of our loss ratio selection could be relatively wide: Thus, a ten-point change in loss
ratios is reasonably likely to occur. This would result in either an increase or decrease to net income and
shareholders’ equity of approximately $255 million. As of December 31, 2005, this represented approximatety 18%
of shareholders’ equtty In terms of liquidity, our contractiial obhgatlons for reserve for losses'and loss expenses
would decrease or increase by $255'million after reinsurance récoverable. If ‘our obllganons were to mcrease by
$255 million, we believe we cun"ently have sufﬁment cash’ and mvestments io rneet those obhgatmns o

While management belteves that our case reserves and IBNR reserves are sufﬁment to cover losses assumed by
us, ultimate losses and loss expenses may deviate from' ouir reserves p0551b1y by materlal amounts. It is p0551ble that
our estimates of the 2005 huiricane losses may bé ‘adjiisted as we receive new informiaticn’ from ¢lients,loss
adjusters or ceding companies. ‘To the extent actua] reported losses-excéed estunated lossés, the carned estimate of
the ultimate losses will be increased (i.e., negative reserve deve]opmem) -and t0 the éxterit actual reported losses are
less than our expectations, the carried estimate of illtimaté losses will be reduced: (ie., positive'reserve develop:
ment) ‘In addition] the’ methodology of estimating loss reserves®is: penodlcally reviewed to ensiiré thatthe
assumptlons madeé continue to be approprtate We record any changes in'our loss reserve estimates and the related
reinsurance recoverables in the periods in which they are "determined regardless of the accident year (i.e., the year in
which a loss occurs). C o e T Co .
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Reinsurance Recoverable .

L We detemune what portlon of the 1osses will be recoverable under our remsurance pohcres by reference to the
terms of the remsurance protection purchased. This detenmnaqon is, necessanly based on the underlymg loss
estimates and, accordmgly, is subject to the.same uncertamtles as the estu;nate of case reserves and IBNR reserves
We remain liable to the extent that our remsurers ‘do riot méet thelr obhgauons under the remsurance agreements
and we therefore regularly evaluate the ﬁnanc1al condltton of our re1nsurers and momtor concentrauon of credlt
risk. No prov151on hds been made for unrecoverable reinsurance as of December 31 2005 and 2004 as we be11eve
that all relnsurance balances will be recovered

Wl L . [ T A Y S MY ‘!

Premiums and Acquisition Costs
i e M
Premlums are recogmzed as wntten on the mceptlon date of a pohcy For propomonal types of remsurance

wntten by us, prermums may not be known with certamty at the pohcy mceptlon date. In the case of proportlonal
treaties assumed by us, the underwnter makes ‘an esttmate of premlums at mcepuon The underwnter 8 estlmatejts
based on statistical data provided by reinsureds and the underwriter’s Judgment and expenence Those estimates are
refined over the reporting period of each treaty as actual written premium information is reported by cedmg
companies and intermediaries. Management reviews estimated premiums at least quarterly, and any adjustments are
recorded in’ the period in which they become known. To .date, our changes, in, estimates have been upward
adjustments ranging from approximately 6% for the 2004 treaty, year to 20% for the 2002 treaty year. Applying this
range, hypothetically, to our 2005 proporticnal treaties, our gross, premiums. written in the; reinsurance,segment
could increase by approximately $11 million to $39 million over the next three years, Total premiums estimated on.
proportional contracts for the years ended December 31, 2005 2004 and 2003 represented approximately, 17%, 13%
and 16%, respectively, of total gross prenuums wntten R R L S e R

Other i 1nsuranee and reinsurance pohcles can requtre that the | premlum be’ adp}sted 4t the expiry ‘of a pollcy to
reflect the risk assumed by us. Premlums resu]tmg from those adjustments are estrmated ‘and aecrued based on
ava.llable 1nformatton ' '. LR oo b T
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Premiums are earned over the period of. pohcy covefage in proportion to the risks to'wwhich they 'relate
Prermums relating to unexpired periods. of coverage are carried-on the:balance sheet as uneamed premiums. -.%,

H

Acquisition costs, pnmanly brokerage fees, commissions and ‘insurance taxes are 1ncurred in the acqulsmon
- of new and renewal business and are expensed as.the premiums to which they relate, are earned. Acquisition costs
relating to the reserve for unearned prenuums are deferred and carried on the balance sheet as an asset. Anticipated
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losses and loss expenses, other costs and investment income related to these unearned premiums are considered in
detenmrung the recoverabrhty or deﬁcrency of deferred acquisition costs. If it is determined that deferred
acqu1smon Costs'are not récoverable, they are expensed Further analysis is performed to ‘determine if a hablhty
is required to provide for losses, which may exceed the related unearned premiums.

Jra i s,

Investments .t o

Our invéstments primarily consist of fixed income securities, which are considered:available for sale as defined
in Stalement of Flnancra] Accountmg Standards (“SFAS”) No. 115, “Accounting for Certam Investments in Debt
and Equrty Securities,” and are caitied at their estimated market value as of the balance sheet date. The fair market
value is estimated based on quoted market prices. Unrealized gains and losses on these investments, which represent
the difference between the amortized cost and the estimated market value of securities, are reported on the balance
sheet, net of taxes, as “accurnulated other comprehensive income” as a separate component of shareholders’ equity.

Other invested assets include our holdings in three hedge funds and a global high-yield bond fund. The fair

‘market values of these-assets are-estimated based on quoted market prices or net asset values provided by their

respective fund managers. Unrealized gains or losses on these investments, which represent the difference between
the cost and the estimated market values, are reported on the balance sheet, net of taxes, as “accumulated other
comprehensive income” as a separate component of shareholders’ equity. In 2005, the three hedge, funds distributed
dividendsona penodlc basis based on the funds’ income and capltal appreciation. For 2006 and lhereafter we have .
elected not to receive dividends from these three hedge funds. Changes in the va]ues of the funds will continue to be
reflected as changes in our book value as unrealized gains or losses. T '

.

Also.mcluded wrthm other;mvested assets are the investments held by a hedge fund in which Allied World
Assurance Company, Ltd is the'sole investor. In accordance with Financial Accounting Standards Board Inter-
pretation No. 46(R), “Consolidation of Variable Interest Entities,” this hedge fund has been consolidated. The hedge
fund is a fund of hedge funds and as such, investments held by the fund are carried at fair value based on the net asset
values as provided by the respective fund managers. Unrealized gains or losses, which represent 'the difference
between the cost and estimated market values, are reported on the balance sheet, net of taxes, as “‘accumulated other
comprehensive income” as a separate component of shareholders equrty

We regularly review the carrying value of our investments to determine 1f a decline in value is consadered other
than temporary. This review involves consideration of several factors including (i) the significance of the decline in
value and the resulting unrealized loss posmon (11) lhe time period for which there has been a 51gmﬁcant decline in
value, (iii) an, analysrs o!' the, i 1ssuer of the investment, 1nc]udmg their liquidity, b busrness prospects and overall
financial posmon and (1v) our mtetnt and abrhty to hold the, investment for a sufficient penod of time for’lhe value fo
fecover. The identification of polentra‘llly lmpmred mvestments involves 51gn1ﬁcanl managemem Judgment which
includes the determination of their fair value and the assessment of whether any decline in value is other than
temporary: If the;decline in value is finally considered-other than temporary then we record a realized loss in the

statement of operations in the period that it is-determined. L : R RN ) o
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ceo e Resu]ts of Operations . ' !

" The followmg table sets forth our selected consolldated statement of operahons data for each of the periods
indicated. -

Year Ended December 31,

2005 2004 2003

Gross premiums written . ... ............. e e e $1,560.3, $1,708.0 §$1,573:7

. Net premiums written . ... 00 U0 ©$1,2220  $13727  $1.3465
Net premiums eamed .. . ».. ... . %~ . ... s L . $1,271.5  $1,325.5 . $1,167.2 ¢
Net investment'iricome e .".' ..... PRTER 1786 . 129.0 1010

' Net realized investment (losses) gains’ .. ..., L0l L 10.2) " 10.8 13.4

S o ST 814399 $1,4653  $1,2816

Net losses and loss expenses .t . . .'; e .......... e $l,344.6 $1,013.4 . $ 762.1 .
Acquisition costs < ...... SR D LI 1434 1709 162.6
General and- adnumslranve expenses . '. AR UL 94.3 _86.3 " 66.5.
 Interest expense . . '.'. L UL 2 156 0= "
. o : L SN : [ ' .
Foreign exchange loss (gain) . . . . . Ll Dl - @.2 , 03 __ @49

N ‘ . o . L $1,600.1. $1,2703 $ 986.3

» Income (loss) before income taxes. ... !..... RN S 3 (160.2) $ 1950+ § 2953
Income tax (recovery) expense P S 0.4) (2.2) 69
Net income (losg) . . .. .... . e ... $(159.8) $ 1972 | § 2884 4

v . e .‘,-' R R ' o L

Comparison of Years Ended December 31, 2005 ‘and 2004 o

- o st . .

Premmms

Gross premlums written decreased by $147.7 rrulhon or 8.6%, for the year ended December 31, 2005
compared to the year ended December 31)2004. The décrease was mainly the result of a decline in the volume of
gross premiums wntten by our U.S. subsidiaries of $189.2 million, which was pamally offset by an mcrease in the
volume of gross prerruums wntten by our Bermuda 5ub51d1ary of $53 8 million.

The décrease in the volume of busmess written by our U.S. subsndlanes was the result of the cancellation of
surplus lines program administrator agreements and a reinsurance agreement with subsidiaries of AIG.-Gross
premiums written through the program administrator agreements and reinsurance agreement with AIG subsidiaries
for the year ended December 31, 2005 were approximately $22.2 million compared to approximately $273.9 million
for the year ended December 31, 2004. Absent these agreements, total gross premiums written were $1,538.1 mil-
lion for the year ended December 31, 2005 compared to $1,434.1 million for the year ended December 31, 2004.
Partially offsetting the decline in business written through agreements with AIG subsidiaries was an increase in the
volume of U.S. business written by our own U.S. underwriters, which was approximately $94.0 million in 2005
compared to $30.7 million in 2004.

The table below illustrates gross premiums written by geographic location. Gross premiums written by our
European subsidiaries decreased due to a decrease in rates for casualty business as well as decreased pharmaceutical
casualty premiums due to decreased exposures and limits. Gross premiums written by our Bermuda subsidiary
increased by $53.8 million, or 4.9%, due to an increase in reinsurance premiums written for casualty and specialty
business as we took advantage of opportunities within these lines. This increase was offset partially by a decrease in
gross premiums written by our Bermuda property and casualty insurance segments, which expenienced decreasing
rates.




- [ N A 1. T, .':‘!.' [ YearEnded - R e

. ¢+ .- December 31, . Dollar Percentage
2005 2004 Change Change
e S e e A P {8 in millions)
Bermuda.. ... ..ol U0 811592 $101054 TS 538 7 49%
“Burope ... Do Do s I DL 26500 2113 T3y 0 4y
“United $tates, ... UL 1360 3253 (1899 (582)

. $15603 ,$17080 . $(147.7)  (8.6)%

Net prem]ums wntten decreased by $150 7 rmlhon or 11 .0%; for the year ended December 31, 2005 compared
to the’ year ended December 3L, 2004 The dlfference between gross and net prermums wntten is thie cost to us of
purchasmg remsurance both on a propomonal and a non propomonal basis, 1nc1udmg the cost of property

. catastrophé cover. Thé'cost of our property catastrophe cover was $44.0 million for the year ‘ended December 31,

2005 compared to $30.7 rmlhon for the year ended December 31 2004. The increase 'mainly’ reﬂected the
remstatement prermum charged in 2005 due to clalms made for Humcanes Katrina and R1ta whrle no remstatement
prem.tum was charged in 2004. Excludmg property catastrophe cover we ceded 18'8% of gross prermums written
for the 3 year ended December 31, 2005 ¢ompared to 17.8% for the year ended December 31, 2004.

Net prerruurns earned decreased by $54 0 million, or 4.1%, for the year ended December 31, 2005 a smaller
percentage than the decrease in net premmms wntten due to the eammg of premlums wntten m pnor years

RS YU FY I

* We evaluate our business by segment; dtstmgurslung between property-insurance, casualty msurance and
reinsurance. The following chart illustrates the mix of our busmess ona gross premrums wntten and net pretmums

earned basrs R U I Ly - SRR A
AT roaT L od PR I I ") o ;.I« PRI P )
, , . , , L , Gross
I L L R L A T TR -+ Premiums ' Net Preminms’
Written Earned 1
Year Ended Year Ended
B T R L v Los’ v . December 31, , -December 31,
et L e 005 200412005 2004,
o PIOPEITY . vro v et i e P A PRI +265% 321% 17.8% 25.1%
Casualty. . .. oot v W 406 440 457 480
Remsurance ............................................ 329 239 365 269

Our busmess mix shifted from property and casualty insurance to reinsurance due primarily to a decrease in
property and casualty business written in the United States and an increase m the amount of remsurance busmess
written in 2005. .- . - theos ’ ! -

Net Investment Income R ce : R e

Our invested assets are ‘madnaged by two investment managers affiliated with the Goldman Sachs Funds, one of
our principal shareholders. We also have investments in one hedge fund managed by a subsidiary of AIG. Our
primary investment objective is the preservation of capital. A secondary objective is.obtaining returns commen-
surate with a benchmark, primarily defined as 80% of a 1-5 year “AAA/AA—" rated index (as determined by each of
the rating agencies Standard & Poor’s and Moody’s Investors Seérvices (“Mdedy’s”)) and 20% of a-1t5 year “A"”
rated index (as detem;jned by Stan_dard & Poor’s and Moody’s}. TP .

.Investment income is principally derived from interest and dividends earned on investments, partially offset by
investment management fees and fees paid to our custodran bank Net investment income earned during the year
ended December 31, 2005 was $178.6 million, compared to $129.0 million during the year ended December 31,
2004: Investment management fees of $4.4 million and-$3.7 million were incurred.during the years ended
December 31, 2005 and.2004, respectively. The increase in-net'investment income was due to an increase in
aggregate invested-assets, which increased 14.3% over the.balance as of.December 31, 2004, and an increase in
prevailing interest rates. We also had increased income from our hedge fund investments, which were fully
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deployed during the period. We received $17.5 million in dividends from three hedge funds, which was included in
investment income, compared to $0.2 rillion in 2004,
g "N -

The annualized period book yield of the investment portfolio for the years ended December 31, 2005 and 2004
was 3.9% and 3.5%, respectively. The increase in yield was primarily the result of increasing interest rates in 2005,
We continued to maintain a conservative investment posture. Approximately 98% of our fixed income lnvestments
(which included mdrvrdua]ly held securities and securities held in a high-yield bond fund) con51sted of mvestment
grade securities. The average credit rating of our fixed income portfolio is rated AA by Standard & Poor’s and Aa2
by Moody’s with an average duration of 2.3 years as of December 31, 2005.

, At December 31, 2005, we_had investments in four hedge -funds, three funds that are managed by our
nveslmem managers and one fund managed by a subsrdlary of AIG The market value of our mvestments n these .
hedge funds as of December 31, 2005, totaled $2]5 1 rrullron compared to $96. 7 mr]llon as of December 31 2004
addmonal mvestments of $105 rmllron were made durmg the year “ended December 31 200s. These mvestments )
generally rmpose restrictions on redempt.lon,‘whlch may lrrmt our ability to wrthdd'aw funds for some penod of time
after our initial investment. We also had an 1nvestment in a high-yield. bond fund. mcluded wrthm Jother invested
assets on. our balance sheet, the market value of whlch was $81. 9 mllllon as of December 31 2005 compared to
$87.5° rrulllon as ‘of December 31, 2004 As our reserves and caprtal bu11d we may con31der other altematrve
investments in the future,

The followmg ‘table’ shows the comporrents of net reahzed mvestment ga.ms and losses Our mvestrnent
managers are charged with ‘the dual ‘objectives of preserving caplta] and obtammg returns commensuraté with our
benchmark. In order to meet these objectives, it is often desirable to sell securities to take advantage of prevailing
market conditions. As a result, the recognition of realrzed gains and Josses i is considered to be a: typical consequence
of ongoing investment management. A large proportion of our portfolio is invested in the fixed income markets and,
therefore, our unrealized gains and losses are correlated with fluctuations in interest rates. Interest rates increased
during the year ended December 31, 200S; consequently, we realized losses from the sale of some of our fixed

income secunues re
\ vt Lt
We a.nalyze gains or losses on sales of securities separately from gains or losses on interest rate swaps and gains
or losses on the settlement of futures contracts, which were used to manage our portfolio’s duration. We have since
discontinued the use of such futures contracts. In both years we recorded no losses on investments as a result of

declings in values determined to be other than temporary.

o b ’

. N ‘ C o ) L. YearEnded-

"December 31,
* 3 b ¥ ‘J il - o v 1 l‘ : s_l- ‘ ‘! } . ." . i zws ' zm
o KRR r ) e e ($inmillions) '
Net (loss) gam from the sale of secuntres ............................... $(15 0) k $13 2
Net loss on settlement of futures . . ... ....... ... ..ol C— (2.4)
Net gain on interest rate Swaps .. ..........c.vuinarnnnnn e e b 48—y
Net realrzed mveslment (losses) gams ............. e l.(. e $(10.2) $10.8
LR R e R ]
Net Losses and Loss. Expenses e ' S S TR
Iy Yy L - R T ) s . P . W S g

Nel losses and loss expenses incurred. comprise three. mam COMPONENtS:: o, vv g~ iy
faltt " L
* losses paid, which are actual cash payments to msureds net of recoveries from reinsurers;

e outstandmg loss ‘or case resérves, whrch ,represent managemem s best estimate of the lrkely settlemem
" amount for known clalms less the poruon that can be recovered from remsurers and . e

ne oo K £ ;-.:f\ { Y
.+ IBNR reserves, which are reserves establrshed by us for clalms that are'not yet reported but can reasonably
’ be expected to have occurred based on industry information, managemeni's. experience and actuarial

-evaluation.. The portion recoverable from reinsurers .is deducted from the gross estimated. loss in.the

1

v

I+ statement of operations. .~ i o S I T S .
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+ . Establishing an appropriate level of loss.reserves is an inherently uncertain process. It is therefore possible that
our reserves at any given time will proveto be either inadequate or overstated.:See “~—Relevant-Factors — Cntrcal
Accounting Policies — Reserve for Losses and Loss Expenses” for further discussion. B :

Net losses and loss expenses for the year ended December 31, 2005 included estimated property losses from
Hurricanes,Katrina, Rita.and Wilma and Windstorm Erwin of $469.4 million, and also included a general liability
loss of $25 rmlhon that related to Hurricane Katrina. Adverse deveiopment from 2004 hurricanes and typhoons of
$62.5 m]lllOl'l net of recoverables from our reinsurers was also included. Our reserves are adjusted for development
arising from new mformatron from clients, loss adjusters or ceding companies. Comparatively, net losses and loss
expenses for the year ended December 31, 2004 included estimated losses from Hurricanes Charley, Frances, Ivan
and Jeanne and Typhoons Chaba and Songda of $186.2 million net of recoverables from our reinsurers. U.S. GAAP
requires that we reserve for catastrophrc losses as soon s the loss event is known to have occurred We have
estimated our net losses from these catastrophes based on actuarial analysis of claims information received to date,
industry modelmg -and discussions with individual insureds and reinsureds. Accordmgly, actual '10sses may vary
from those estimatéd, and will be-adjusted in the period in which further information bécomes avarlable

The following table shows the components of the increase of net losses and loss expenses of $331 2 nnlhon for
the year -ended December 31 2005 from the year ended December 31, 2004 ~~  '*'*

vEgs

* Year Ended
December 31, |
. o 2005 2004
- . . . P P : ‘(Sin mi]lions)
Net losses pard ...... e e e Lot .. $ 430.1 '$ '202.5
Net change in‘reported case reserves'........... e P L h 4101 " '1269
Net change inIBNR . .... ... AT P R SN 5044 '684.0
Net Tosses and loss expenses . S e .' ...... P epe. $1,3446 344 6 $1 013 4

Net losses patd have increased $227.6 rmllron, or112.4%, to 5430 1_million for the year ended December 31,
2005 primarily due to property losses paid on the catastrophic windstorms. The year,ended December 31,-2005
included $194.6 mrllton of net losses paid on the 2004 and 2005 storms listed above compared to $57.1 million for
the 2004 storms listed"above during the year ended December 31! 2004, Thé balance of the iricrease is from claims
on policies written by us in previous years,

The increase in case reserves during the year ended December 31, 2005 was primarily due’to an-increase in
reserves for property catastrophe losses. The net change in reported case, reserves for the year ended December 31,
2005 mcluded $325.5 mllllOIl relating to 2004 and 2005 storms ltsted above compared to $64. 8 tmlllon for 2004

storrns 1rsted above dunng the .year ended December 31 2004,, B T

P O A T

The decrease in'net change in IBNR refiected the larger proportion of losses reported. The net change'in IBNR
for thé year ‘ended December 31; 2005 also mcluded a et reduction’in prior penod losses-of '$111.5-million
excluding development of 2004‘storms compared to'$79.4 million of net positive'reserve development in the year
ended Decémber 31, 2004. This positive developnient was the result of actual 16ss émergence in the’ non—casualty
lines and the casua]ty clarms—made lmes bemg lower than the -initial expected loss emergence T '. e

w? Wt . Ui ) ' '

Our overall loss reserve esnmates d1d not s:gmﬁcantly change during 2005 On -an opening carrred reserve base
of $1,777.9 million, after reinsurance recoverable, we had,a net decrease of. $49 million including development of
2004 storms, a change of less than 3%. The primary assumption that changed Telated to reported and paid loss
emergence patterns: The changes in our estimates'were entirely driven by losses reported during 2005.For thé four
major hurricanes of 2004, we had loss activity reported above our initial estimates. In'the third quarter of 2005, we
increased our net reserves by $62.5 millionito account for.this increased 1088 activity: The loss reserve reductions
were in property lines (both direct insurance and reinsurance), which had lower than expected reported losses in
2005, excluding the hurricanes, and in claims-made casualty lines, after an evaluation by claims staff. Based upon
these discussions, we gave more weight to the Bomhuetter-Ferguson loss development methods for the claims-
made components of our, business.. As our; book matures in the. occurrence casualty,.lines-of: business .and in
reinsurance, we intend- to- begin, giving- greater weight:to-the Bornhuetter-Ferguson loss development ‘methods..

43




Recognition of the reserve changes was made in the third and fourth quarters of 2005 after sufficient development of
reported losses had.occurred. We believe recognition of reserve changes prmr to this time was not warranted as‘a
pattern of reported losses had not yet emerged. o : o Coe

The table below 'is a reconciliation of the beginning and ending reserves for losses and loss expenses for the
years ended December 31, 2005 and 2004. Losses incurred and paid are reﬂected net of remsurance recoverables.

" . . . ~ Year Ended

' : ' ‘ December 31,
W ' 2005 2004
' o ' ‘ o (8 in millions)
Net reserves for losses and loss expenses, January i $1,7779 $'964.9
Incurred related to: o o
Current year non-catastrophe IR e e, - S ‘924.‘2 . 906.%
Current year property. catastrophe. ... ..... e 469.4 186.2 .
Prior year non-catastrophe . . ........... ... ... i e . (111.5) (79.4)
Prior year property catastrophe ... ... ) . N e e ‘ 62.5 —
Totalincurred . ... ... $1,3446 $1,013.4
Paid related to: ' .
Current year’ mon-catastrophe . ... . ... .. e e 40.8 12.1
. Current year property catastrophe. . . ... . i i 84.2 . 571
Prior year non-catastrophe . . . ............ ... ... .. L., . o 1947 1333
Prior year property catastrophe . e ) 1104 —
Total paid ... .. oovvtiie i e - $ 4301 % 2025
Foreign exchange revaluation .............. P PO (3.3) 2.1
- .Net reserve for losses and loss expenses, December 31.:.: .. ... ... .. .. 12,6891 - 1,7779
Losses and loss expenses recoverable..;...':'..._........‘..'....’...':... 7163 ©  259.2
‘ Reserve for losses and, loss expenses, December 3 r. . $3,405.4 $2,037.1.,

Acquisition Costs e

Acqulsmon costs were $ 143.4 million for the year endéd December 31, 2005 as compared to $170. 9 million
for the year endéd December 31, 2004, Acquisition costs asa percentage of net premiums earned were 11.3% for the
year ended December 31, 2005 versus 12.9% for the year ended December 31, 2004. The reduction in acquisition
costs was the result of a general decrease in brokerage rates being paid by us. We do not believe that this trend will
continue, The decline in the acquisition cost ratio in 2005 also reflected the cancellation of surplus lines program
administrator agreements and,a reinsurance agreement with, subsidiaries of AIG pursuant to which we paid
additional commissions to the program administrators and cedent.equal to 7.5% of the gross premiums written.
Total acquisition costs relating to premiums written through these agreements with subsidiaries of AIG were
$18.4 million for the year ended December 31, 2005 compared to $45.2 million for the year ended December 31,
2004. Ceding commissions, which are deducted from gross acqursmon costs, mcreased moderately, both in vo]ume
(cedmg a sllghtly larger percentage of business) and in rates. - - * '

3 '

Pursuant toour agreement with IPCUSL, we pa:d an agency commission of 6.5% of gross premiums written by
IPCUSL on our behalf plus original commissions. Total acquisition costs incurred by us related to this agreement
for the years-ended December,31; 2005 and 2004 were $13.1 million-and.$11.0 million, respectively.

i

General and Adm:mstmnve Expenses Lo o

S s '
v . . .

e Iy .
* General and adrmmstratwe expenses represent overhead costs such as salaries and related costs, rent, travel

and professional fees. They also include fees paid to subsidiaries of AlG in return for- the provision of administrative
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services. These fees were based on a percentage of our gross premiums written, the rate for which varied with the
volume of gross premiums written.: : A :

General and administrative expenses ,'vt«'e_re $94.3 million for the year ended December 31, 2005 as compared to
$86.3 million for the year ended December 31,°2004. This represented an increase of $8.0 million, or 9.3%, for the

.year ended December 31, 2005 compared to the year ended December 31, 2004. Salaries and employee welfare

expenses exceeded the prior period by approximately $5.9 million. The number of warrants and restricted stock
units issued as well as vested grew in the current period, resulting in an increased expense of $0.5 million over the
prior period. The increase in salaries and employee welfare also reflected a full year of ex'pense for staff in our
New York office, which opened in June 2004, as well as an increase in worldwide staff count. There was also an

" increase in btuldmg rental expense of approx1mately $0.8 million due to the full year expense of additional office

space in Bermuda and the office in New York We aJso opened offices in San Francisco and Chicago during the
fourth quarter of 2005, This was offset parttally bya decrease in deprecnatron expense of approxrmately $1.9 million
due to the full depreciation of ofﬁce furmture and ﬁxtures in, Bermuda _As we expect to incur office refit
expendrtures for new offices in Bermuda San.Francrsco and Cl_ucago in, 2006 this expense is an_ncrpated to
increase. The administrative, fees paid to AIG subsidiaries decreased with,the decline. in,gross premiums written.
However, we accrued an estimated termination fee of 35 million'as a result of the termination of the administrative
services agreement in Bermuda with an AIG subsidiary. The total expense related to administrative: services
agreements with AIG subsidiaries was $369 million 'for the year ended December 3, 2005 compared to
$34 0 rmllron for 'the year ended December 31, 2004 ' S e

* Our expense ratio was 18.7% for the year ended December 31, 2005, compared to 19.4% for the year ended
Decembei 31, 2004 The expense ratlo declmed pnnmpally due 10 the decline i n acqulsmon costs We donot believe
this trénd will continue. We' expect the expense ratio may mcrease “as acqulsltton costs increase and as addrt.lonal
staff and mfrastructure are acqulred As a result of our becommg a public company, we anticipate increases, in
general and admlmstranve expenses as we add personnel and are subject to reportmg regulauons apphcable to
pubhcly held compames :

el A - . ‘

Interest Expense . - ‘ .
. + s ’ t Lt o t I'L.'”‘ - i oo ‘ . . e
Interest expense “of $15.6 ‘millién representrng mterest and’ fmancmg costs was rncurred in the year ended
December 31, 2005 for our $500 nulhon tenn loan, whrch was funded on March 30, 2005

Loh A I e v .. ' e F

aow

Net (Lass) Incame

Lo,

: o K
cpo ottt ' ir

As a result of the above net ]oss .for the year ended December 31 2005 was $159 8 million compared to net
income of $197.2 million for the year ended December 31, 2004. Netloss for the year ended December 31, 2005
included a forergn exchange loss of $2 2 million and an income tax recovery of $0 4 million. Net income for the year
ended December 31,2004 mcluded a foretgn exchange garn of $0 3 n:ulhon and mcome tax recovery of $2.2 million.

AT ' 1 1

'y tal "1 ' “ : t

Companson of Years Ended December 31 2004 and December 31 2003

‘. o oty LT .

Premtums L Sl L o "5-‘1'-1' SR

"THe insurance 1ndustry wrmessed a declmmg rate envrronment m some lines of busines$ durmg the latter part
of 2004. Even in this environment, we were able to increase our gross prermums written by 8.5% to $1,708.0 million
for ‘the .year-ended December-31, 2004 from $1,573:7 million for the year ended December 31, 2003. We
accomplished this. growth mainly through contrnued expansion of our Europeanloperatrons and U.S. casualty
operations. S T o . ! o '
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-+ The'table below illustrates gross premiums written by‘geographic location for the years-ended December 31,

2004 and 2003. S
' Year Ended
e '+ 4 Decemberdl, - .pojar ' Pércentage
AR S T . (2004 2003 Change. - - Change
, o T TR (¢'in mitlions) | ., ‘
. -Bermuda-....... e et e e it e s 1311054 81,0973, 8 B 5 0.7%...
+ . Europe. . . . . A S PR S - 2773 v 1181 L1592 0 1348
«United States .. ........... ) S . DO 3253 358.3 (33 oy~ (9. 2) :
Pedtdoen Lo T e $17080 ',$’1,573.7 $1343 booglsg

\ . ) . ' .
L - AP W ] [ A ) .,\‘.. LS

“The' European offices ' were the primary source of growth in 2004 where gross prennurns "written grew
$159 2 inillion‘or 134.8%. In August'2004, Allled World Assurance Company (Reinsurance) Liniited established
and opened a branch office in London: The hcensrng of the branch iri'London further éxpanded our capabilities in
the European markets and offered customers-a broader fange of insurance solutions. The year ended December 31,
2004 twas also the first full'year of operations for Allied World Assurance Cdmpany (Reinsurance) Limited, which
commenced operations in August 2003, as well as the London branch of Allied” World ‘Assurance Company
(Europe) Limited, which- commenced'operatlons in June 2003 "o o v h N

“The US. oﬁ'rces produced $33.0 mrl]ron or 9 2%, les's gross prermums wntten durmg 2004 than 2003 Thls
was the result of a decrease in premiums written through surplus ‘lines program 'administrator agreements and a
rernsurance ,agreement with subsrdlarles of AIG. The amount of gross premiums written through these agreements
was $273 9 million for the year ended December 31 2004 compared to $320 8 nnllron for the year ended
December 31, 2003 Thls trend contmued in 2005 due to the cancellatron of the surplus lines program adrmmstrator
agreements and rernsurance agreement with subsidiaries of AIG. In June 2004, ‘Allied World ASsurance Company
(US. ) Inc. opened an office i in New York to expand its distribution of professrona] lidbility, excess liability and
errors and orrussrons coverages The gross premlums wntten by this office have partlally offset the decline.

Bermuda production remained consistent in 2004, increasing by $8.1 million, or 0 7%, armdst a market .
characterized by stable or decreasing rates.

. " S
Net premiums written increased by $26.2 million, or 1.9%, to $1,372.7 million for the year ended Decem-

ber 31, 2004 from §1, 346 5 million for the year, ended December 31, 2003. The percentage increase was less than
that for gross premrums written due to the i increasé in the amount of remsurance purchased The cost of remsurance .
increased from $227.2 million in 2003 to $335.3 million in 2004. ]nc]udmg property catastrophe cover, we ‘teded
19.6% of our gross premiums written in 2004 compared to 14.4% in 2003. The increase over 2003 reflected four key

 factors: T

» Increase in treaty reinsurance purchased. 2004 was the first full fiscal year that one of our treaties was in
* place and another ireaty commenced June 2004 Our Bermuda operation ceded $25.6 mlllton more through

%

© " our treaties durmg!the year ended 2004 compared to 2003 i A L S 4

' .' Increase in European busmess Wthh is. subject to, our remsurance treaty arrangements Our European
‘premiums ceded through treaty arrangements ‘increased $63.9 milfion during 2004 compared to 2003.

* One fronting agreement entered mto 1n 2004 for which prermums of $11.3 million were 100% ceded
4 f r‘\ s T \ ’ic ot

* Increase in the amount of facultauve reinsurance purchased in order to take advantage of attractrve rates and
to.limit net exposure. We ceded $10.4 million more on a facultative basis during 2004 compared to, 2003.

These factors were partlally offset by a decrease in the cost of our property catastrophe cover from
$34 3 million i in 2003 to $30 7 n‘ullron in 2004 :

N B . . E e
' ot ot e .'f..'

* Net premiums- eamed increased 13.6% to.$1, 325 5 million -for' the“year ended Decembér31,: 2004 from
$1;167.2 million for the year ended December 31, 2003..Net premiums earned increased by a larger percentage than
net premiums written due to the earning of premiums written in the prior years.
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‘In 2003, our-businiess mix shifted from property insurance-to casualty insurance anid reinsurance as'we took
advantage of attractive rates, terms and conditions in the casualty and reinsurance markets. This trend continued in
2004 as we added further-resources to out business'in several casualty lines. 2003 was the first full year of operations
for our reinsurance segment, which began in early 2002. but ‘was not fully staffed'until after the January 2002
renewal season. The growth of the reinsurance segment continued in 2004 as we expanded the remsurance segment

by wrmng mofe nsks outsnde of North America’ (mamly in Europe)
. <o T g [T "o

R - oot " Ve e 'll."’al....,".:'»‘. T, oy P .

NetInvestmentIncome St l\f BN P S

- Nét mvestment mcome eamed durmg the year ended ‘Decembeér 31 2004 was $129 0 rmlhon compared to
$101.0 rmlhon durmg the’ Jyear ended December 31 2003 Investment managemem fees of '$3.7 m11110n and
$3:0 rmllton were mcurred durmg the years ended December 31, 2004 and 2003 respectlvely The i mcrease m net
investment income in"2004 was’ prmcrpally due to an mcrease of 31.9% in aggregate invested ‘assets.” '

The annual book yield of the mvestment ponfoho‘for the yéars ended December 31, 2004 and’ 2003 was 3.5%
and 3.7%, Tespectively. The decrease in yrelds was primarily the result of 4 shift t6 shofter duration asséts by the end
of 2004. We continued to maintain a conservative investment posture. Approximately 98% of our fixed income
investments (which included individually held securities and securities held in a high-yield bond fund) consisted of
investmént: grade securities at December 31, 2004. The average credit rating of our fixed income portfolio was rated
AA by Standard & Poor’s and Aa2 by Moody’s with an average duration of 2'4 years,

AL § TERRY L BT ‘

At December 31 2004 we had mvestments in three hedge funds, two funds that are managed by our
investment managers affiliated with the Goldman Sachs Funds, and one fund managed by a sub51dlary of AIG The
market value of our investments in these hedge funds at Deceriber 31 2004 totaled $967 million. These
investments generally impose restrictions on redemption, which may limit our ability to withdraw funds for some
period of time after our initial investment.-We had income from our hedge fund inve$tments in the form of dividends
of $0.2 million for the year ended December 31, 2004. . A A '

Thé lollowing table shows the components of net realized investment gains. We analyZe gains or losses on
sales of securities separately from gains or losses on the settlement of futures contracts, which were used to'manage
our portfolio’s duration. We have since discontinued the use of such futures contracts:-In both years we recorded no
losses on investments as a result of declines in values determined to be other than temporary, ,

[ Year Ended

. : S ' o C L 2004 2003
B T e . : ceo . . ' ($ in millions)
Net gain from’ the sale of securities. . . ... e eennia ... 5132 $.9.2
Net (loss) gain on settlement of futures ....... B R R (24) 42
Net realized, investment gains . . . . . e e eanie o $10.8 0 $13.4

o S EEOAE) eyt e Cy

Net Losses and Loss Expenses

The following table shows the components of the increase of net losses and loss expenses of $'25 1.3 ‘million for
the year.ended December 31, 2004 from the, year, ended December 31, l2003 .

i . ey E L T N A R ot . + ° Year Ended
' W ottt 1ty s A LR IRY ' N v . !l s e ' December31,
SN 'y PR JELT ¢ LI TS . f ' 2004 ) 2003 Iy
- ’ ot . ) o i _ $i ln mjlllons)
Net losses paid ............ S $2025 $988‘
Lot Net'chan'ge in reported case reserveS' S PR SRS I ST S '.,3126._9 .o 1071
" Net change in IBNR ..... ;'.". B PR R L L L AR : .‘ S 684.0 ' 556.2
L ' IR ™ ot VT g, n P N
. Net losses and loss expenses i ‘{; .1,,‘ T e $1 013 4 . $762.1
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Net losses, paid increased over.the prior year as our, business matured and customers presented claims on

* policies previously written by us. The year ended 2004 also included net losses paid on claims from the third quarter
" 2004 hurricanes and two of the 2004 typhoons of approximately $57 million. The increase-in 2004, was net of an

increase in-loss recoveries of $32 million, as a result of the increase in reinsurance purchased "t

The increase in net losses and loss expenses in 2004 wlnch mcluded ‘mcreases m both net change in case
reserves and IBNR, resulted primarily from our estimates of property losses incurred from Hurricanes Charley, ‘

* Frances, Ivan and Jeanne and Typhoons Chaba and Songda. The net losses from these storms were estimated to be

$186.2 million after giving consideration to amounts recoverable from our reinsurers. The balance of the: 2004
increase is reflective of the increase in net prermums earned, offset by net, posmve reserve development of
$79 4 million in estimated losses for accrden.t years 2003 and 2002 Comparatlvely, we reported positive reserve
development of $56.8 rrulhon in 2003 The posmve development is the result of actual loss emergence in the non-

casualty lmes and the casualty clarms made lmes bemg lower than the 1mt1a1 expected loss emergence. . .

.- _The table below is a reconciliation of the begmmng and endmg reserves for Josses and loss expenses for the
years ended December 31, 2004 and 2003 L05ses incurred and paid are reﬂected net of reinsurance recoverables

ST D e e g e i Y Year Endeéd:
I R B R Sy e e ey e 8 Decemben 31,
. oLt o R T R i 2004 . .2003, |
g " _'-__', et vr i (Smmillions) ;
Net reserves for losses and loss expenses January P $ 964 9 $ 2999
' Incurred related to: ¢ . ' T t o NOTS r .' - : , . S .
: ' Current’ year norl-catastrophe e !)'1 TR flfﬁ f} l." '.".‘II. T :.' "' : - .‘ 903.5 T R189 . !
, . Curent year property catastrophe.”. .. .. ... .. .0 .. 1862 —
Prior year non-catastrophe . ... .. ;.. et st gt e (79.4y . (56.8).- -
Prior year property catastrophe ........ PRI ARSI N U CORPURIE S — o=t
Total incurred . . . =. oo vu o vmoe s o g e e, $10134 8 7621

_ +Paid related to: D S S R T AT AT S AU '

v Current year non-catastrophe . . .o ...l L S, A T 12 - 4647 -
Current year property catastrophe. . .. ;-../....0 5 L. SRR 7 CE —
Prior year, non-catastrophe . . . .......... ... ... ..., R 1333 521
Pnor year property catastrophe ................ e — —

cTotal paid & oo e e e e $ 2025 $ 988
Foreign exchange revaluation ...................... S o w20 LT
Net reserve for losses and loss expenses, December 31. . . . . . Nl 7779 - Vo640
Lossés and loss expenses recoverable. . .. ......... R Tour 22592 . 938
Reserve for losses and loss expenses, December 31 .................... $2,037.1  $1,058.7

L S TR
Acquisition Costs . . | T S Y N PR

Acquisition costs were $170.9 million for thé year ended Décembet 31, 2004 a$ compéred to $162.6 millicn
for the year ended December 31, 2003. Acquisition costs as a percentage of net premiums earned were 12.9% in
2004 versus 13:9%in 2003. The reduction in this percentage in 2004 was largely the result of the increase in ceding
commissions, both i in volume (ceding more business} and in rates. The amount of ceding commissions received is
offset agarnst our, gross acqulsmon cost

r .
. L}

We also acqurred premiums throu gh several surplus lines program administrator agreements and a reinsurance
agreement with subsidiaries of AIG. For this business, we paid additional commissions to the program admin-
istrators and the cedent equal to 7.5% of the gross premiums written. Total acquisition costs mcurred by us related to
premiums written through these agreements were $45.2 million and $40.0 nullron for the years ended December 31,
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2004 ‘and 2003, respectively. The program-administrator agreements were cancelled effectwe January 1, 2005, and
the reinsurance agreement was cancelled effective December 21, 2004.

- Pursuant to'our underwriting' agency agreement with IPCUSL -we paid an agency commission of 6.5% of gross
premiums written by IPCUSL on our behalf-plus original commissions. Totdl acquisition’ costs incuired by us
related to this agreement for the years ended December 31, 2004 and 2003 were $11.0 million and $9 9 millicn,
respecuvely s b

. : A r..f."i'.' L N I

" ‘General and Administrative Expenses ° P : 'l - _- R "'. ' " '

Total general and administrative expenses were $86 3 nulhon for the year ended December 31, 2004 as
compared to $66.5 n'ullron for the year ended December 31, 2003. This represents an increase of $19.8 million, or
29.8%, in'2004 as compared lo 2003 The: expansron of our busmess p]atform and personnel in the Umted States and

Europe contnbuted 10 the mcrease . ) _ 7 -

Effective Aprl 1, 2004 the Bermuda adrmmstratlve services agreement with a subsrdlary of AIG was
amended to reduce the fee rates-and to terminate the provision for actuarial and claims management services. The
administrative fee owed under this agreement increased by approximately $1.8 million over 2003, which comprised
an increase of approximately $3.7 million due to the increase in gross.premiums written offset by a decrease of
approximately $1.9-million due to the fee reduction. The portion: of our general and administrative expenses
representing administrative fees was $34.0 million and $32.2 million, or 39.4% and 48.3%, of our total general and
administrative expenses during the years ended December 31, 2004 and 2003 respectlvely

Qur expense ratio, which is calculated as acquisition costs plus general and administrative expenses dmded by
net premiums-earned, was 19.4% in the year ended December-31, 2004, compared to 19.6% in the year ended
December 31, 2003: The expense ratio declined slightly in 2004 largely because of the decrease in acqulsmon costs
as a percentage of our premiums earned, described above.

Net Income

As a result of the above, net income for the year ended December 31, 2004 was $197.2 million compared to net
income of $288.4 million for the year ended December 31, 2003. Net income for the year ended December 31, 2004
included foreign exchange gain of $0.3 million and income tax recovery of $2. 2 million. Net income for the year
ended December 31,2003 included foreign exchange gain of $4.9 million and i income tax expense of $6.9 million.
The decrease in forelgn exchange gain in 2004 reflected the foreign exchange hedge program that was established
during the year. The decrease in mcome tax expense reflected the reductlon of net income for our U.S. and European
subsndlanes '

Underwriting Results by Operating Segments
Our-company is organized into three operating segments: '

» Propérty Segment. Our property segment includes thé instifance of physical property and business
~intéfruption coverage fof commercial property and’ energy—related risks. We write 'solely commercial
coverages and focus on the insurance of primary risk layers, where wé believe we have a“comipetitive
advantage. This means that we: are typically part of the first group of insurers that-cover a loss up to a
specified limit. We believe that there is generally less pricing competition in these: layers, which allows us to
retain greater control over our pricing and terms. These risks also carry higher premium rates and require
specialized underwriting skills. Additionally, participation in the primary insurance layers, rather than the
excess layers, helps us to better define and manage our property catastrophe exposure. Our current average
net risk exposure (net of reinsurance) is approximately $3 to $7 million per individual risk.

» Casualty Segment. Our direct casualty underwriters provide a variety of specialty insurance casualty
products to large and complex organizations around the world. Qur casualty segment specializes in
insurance products providing coverage for general and product liability, professional liability and healthcare
liability risks. We focus primarily on insurance of excess layers, where we insure the second and/or
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subsequent layers of a policy above the primary layer. We limit our maximum net casualty exposure (net of
reinsurance) to approximately $25 to $29-million per individual risk. N .

* Reinsurance Segment. Our reinsurance segment includes the reinsurance of property, general casualty,
professional lines, specialty lines and. catastrophe coverages written by other insurance companies. We
believe we have developed a reputation for skilled underwriting in several niche reinsurance markets
including professional lines, specialty casualty, property for U.S. regional insurers, and accident and health.
We presently write reinsurance on both a treaty and a facultative basis. Pricing in the reinsurance market

_tends to be more cyclical than in the direct insurance market. As a result, we seek to increase or decrease our
presence in this marketplace based on market condmons '

. |

Begmmng in 2003 our busmess le shlfted from property msurance to casualty msurance and reinsurance as
we took advantage of attractive rates terms and condmons in the casua]ty and remsurance markets. This trend
continued in 2004 as we added further resources to our business in several casualty lines. 2003 was the first full year
of operations for our reinsurance segment, which began in early 2002 but was not fully staffed until after the J anuary
2002 renewal season. The growth of the reinsurance segment continued in 2004 as we expanded the reinsurance
segment by writing more risks outside of North America (mainly in Europe). The reinsurance segment grew in 2005
relative to our direct insurance segments as a result of a decline in-casualty and property gross premiums written due
primarily to the cancellation.of the surplus lines program  administrator agreements and a reinsurance agreement
with AIG subsidiaries in the United States. We also took advantage of growth opportumues wrthm the reinsurance
casualty and specialty lines during that ‘period. - . Coo Co

Gross premiums written and net premiums earned by seginen'l for the years ended December 31, 2005, 20'04

and,2003 are illustrated.in the following charts:

e i o

'

Gross Premiums Written By Segment. | . Net Premiums Earned By Segment
. L R
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_ Management measures results for. each segment on the basis of the loss ratio,” “acquisition cost ratio,”

general and administrative expense ratio” and the “combined ratio.”” Because we do not manage our assets by
segment, investment income, interest expense and total assets are not allocated to individual reportable segments.
General and administrative expenses are allocated to segments based on various factors, mcludmg, among others,

staff count-and each segment’s propomonal share of gross premiums written. -
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Property Segment - R e, o

The following table summarizes the underwriting results and associated ratios for rhe property segment for the
years ended December 31, 2005 2004 and 2003, v ’ [ . ; .

b .o e e """ Year Ended
December 31,
o B . _ B 2005 2004 2003
Coa : EEREE A EEE " v (§ in millions)
Revenues © & ' sttt oot B L T '
Gross prefiums Written .. . ;. ...... il Shni L 84129 85480 $5547
Net prermums WHUER . Ly s feee e 1708 3086 3833
Net prermums earned e e feeea e e 226.8 3332 3563
Expenses - oA ST ‘ . R . L . : ,
Net losses and loss EXPEenses. .t ..t i e e e +$4103  $3205 $183:1
Acquisition costs - . . . . e T SUDROIRY T L5857 304 392
General and adrmmstranve expenses . . .. . :'. . ._.'.". . e 202 "255 0 209
Underwrmng mcome (loss). R, ' : ' . J .. .|: S . . (209.4) (432) 113.1
Rat_los . . i, R Ce - . Vo
LOSS TALO. v\ % v v e v vs bite e e ee e s T T wo.c.1809% ' 962%  51.4%
Acquisition cost ratio . . .. ... ae oL i e B R AR .| - 91 - 110
General and administrative expense ratio. . .. ... .cv i g9 - 77 59
Expense ratio .. ....... S 114, 168 169
Combined ratio ... i u.veor.en .. e RO T 1923 1130 ~ 683

Compaﬁson‘oj,' Years Ended December 31, 2005 and 2004

Premiums. Gross premivms written were $412.9 million for the year ended December 31, 2005 compared to
$548.0 million for the year ended December 31, 2004. The décrease in gross premiums written of $135.1 million for
the year ended December 31, 2005 compared to the year ended December 31, 2004 was primarily due to the
cancellation of surplus lines program administrator agreements and a reinsurance agreement with subsidiaries of
AIG, which had been our major distribution channel for property business in the United States. We wrote gross
premiums’ of approximately $164.8 million under these agreements for the year ended December 31, 2004
compared to $14.5 million written for the year ended December 31, 2005. During 2005, we added staff members to
our New York and Boston offices in order to build our U.S. property distribution platform. We opened an office in
San Francisco in October 2005 and an office in Chicago in November 20035, and we have continued to develop our
property business in the United States in 2006 through these newly formed offices. Gross premiums written by our
underwriters in these offices were $10.9 million for the year ended December 31, 2005 compared to nil in the year
ended December 31, 2004, Gross premiums written by our Bermuda and European offices were ¢omparable to the
prior year, increasing slightly by $4.7 million primarily due to an increase:in volume produced by our European
offices. - < :

Net premiums written decreased by 44.7%, or $137.8 million, for the year ended December 31, 2005 compared
to the.year ended December 31, 2004. Of this decline in net premiums written, $148.7 million was due to the loss of
AlG-sourced production offset by approximately an $11.3 million increase in net premiums written by our
European offices. Excluding property catastrophe cover, we ceded 51.9% of gross premiums written for the year
ended: December 31, 2005 compared to 39.5% in the ° year ended December 31, 2004. Although we reduced
exposure in the United States, the cost of our property catastrophe reinsurance coverage allocated to the property
segment. in, 2005 was $4.9 million greater than the prior period due to reinstatement premiums from claims for .
Hurricanes Katrina and Rita in 2005. This cost is reflected as a reduction in our net premiums written. This
reinsurance. protects our property book of business from any catastrophic event such as a hurricane, earthquake or
flood, with the coverage formulated to mitigate the likelihood of a single catastrophic loss exceeding 10% of our
total capital for a “one-in-250-year” event. It is expected that the cost of property catastrophe coverage will increase
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significantly in 2006 due to an increase in rates arising from the losses experienced by the industry in 2004 and
2005.

e - N . ) . L . . ) .

The decrease in net premiums earned of $106.4 million, or 31.9%, reflected the decrease: in net premiums
written. The percentage decrease of 31.9% was less than that for net premiums written of 44.7% due to the earning
of pnor year premmms

Net losses and loss expenses. Net losses and loss expenses increased by $89.8 million for the year ended
December 31, 2005 compared to the year ended December 31, 2004. The property loss ratio increased 84.7 points in
2005 primarily due to the exceptional number and intensity of storms during the year. Net losses and loss, expenses,
included $237. 8 million in net losses resulting from windstorm catastrophes in 2005 {adversely unpactmg the loss
ratio by 104. 9 pomts) and net losses from development of 2004 storms equal to $49.0 millicn (adversely 1mpaetmg
the loss ratio by 21.6 points) and $71.8 million in net positive development from prior accident years, which wasthe
result of continued favorable loss emergence (favorably impacting the loss ratio by 31.7 points). Comparatively, net
lesses and loss expenses for the year ended December 31, 2004 included $104.5 million in net losses resulting. from
third quarter 2004 hurricanes (adversely impacting the loss ratio by 31.4 points), and included net- positive
development relating to prior accident years of $18.4 million (favorably impacting the loss ratio by 5.5 points). The
loss ratio after the effect of catastrophes and prior year development was higher for 2005 versus 2004 due to the
1mpacl of certain rate decreases since 2003, the increase in reported loss activity diring 2605 ‘and the effect of
additional property catastrophe reinsurance coverage paid by us, reducing our net premiums earned. Net paid losses
increased from $140:2 million for the year ended December 31, 2004 to $267.5 million for the. year ended
December 31, 2005, reflecting the development of our book of business along with increased payments for
catastrophe claims. L o D : Sy L

-

< The table below is a reconciliation of the beginning and ending reserves for losses and loss expenses for the
years ended December 31, 2005 and 2004, Losses incurred and paid are reflected net of reinsurance recoverables.

Year Ended
R T ’ oot December 31, .
. . ‘ 2005 2004
s PR St e e e ; ($ in millions)
Net reserves for losses and loss expenses January 1000000, NN $ 404.2 - $221.7
Incurred related o: - o ) : . ' e
Current year non—catastrophe e .‘l.:. ol : e . ,.’. el 1983 2344 r"'
" Current ,year, property catastrophe.._r....‘.I._.'...i.._.'.....,-.‘...‘....'.. . ‘237'.8 1045 .
Prior year non-catastrophe .-............ e e N < (7..8) .,(18.4)~ o
too. Pnoryearpropertycatastrophe...'...-...-....;....-.:...- ..... il 490 - —t o
" Total incurred. .. ... L Laoo 8 4103 $3205 0
. Paid related to o J ' ) ' . ‘ O . '. , . ',
-, Current year, non- catasl:rophe e PR e et - 386 . 109
Current year property catastrophe . ... ..., .. e e 366 - 322 .
Prior year non-catastrophe . ....... ... .. ... . ... ..., 122.9 97.1 =
.., Prior year property, catastrophe I T TIPS P 69.3 -~
coTotalpaid. . oot Lo r L e s e D s e s § 2675 0 $140.2
Foreign exchange revaluation . : . ... .%............. R e © T {3.3) 2.2
_ Net reserve for losses and. loss expenses December < DU e |543.7.l . 4042 .
-+ Losses and loss expenses recoverable-,, ... . ... .. ., B 515.1 185 1.-
s Reserve for losses and ‘loss expenses December 310 :'. PR L8, 058. 8 $589 3

i HIE . - 1

Acqmsmon costs Acqursltlon costs decreased to, $S 7 million for the year.ended December 31, 2005 from
$30.4 million for the year ended December 31, 2004, represeriting a.decrease of 81.3%. The decrease resulted from
a greater amount.of ceding commissions received from reinsurance treaties.as we ceded a larger, proportion of
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property business. It was also due to a general decrease in brokerage rates during 2005.In addition, our surplus lines
program administrator agreements srid a reinsurance agreement with subsidiaries of AIG were cancélled, which
carried an additional 7.5% commission on the gross premiums.written. Total acquisition costs relating to premiums
written through these agreements with subsidiaries of AIG, were $12.8 million for the year ended December 31,

2005 compared to $3O 2 million for the year ended December 31 2004. Effecttve October 1, 2005, the cedtng
commissian for our general property quota share treaty declined from a flat rate of 26% applied to gross premiums
ceded to an overriding commission of 7.5% applied to gross premiums ceded plus original commissions paid by us.

General and administrative expenses. General and administrative expenses decreased to $20.2 million for
the year ended December 31, 2005 from $25.5 million for the year ended December 31, 2004. The decrease in
general and administrative expenses for 2005 versus 2004 reflétted the decrease in the production of business. Fees
paid to subsidiaries of AIG in return for the provision of administrative services were based on a percentage of our
gross premiums written. The general and administrative expense ratio increased during the period as expenses did
not decrease to the same extent as net premiums eamned.

Corrtpart'son of Years Ended December 31, 2004 and December 31 2003

v g '

Prerrtrums Our property premiums remained relatively constant in 2004 compared to 2003, ,with only a
slight decrease in gross premiums written of 1.2% or $6.7 million. Our European offices contnbuted growth of
about $106.1 million in 2004, the first full year of operattons for the property segment in Europe

Our Bermuda office wrote $238 0 million in property prermums in 2004, which was 19.7% less than in 2003,
due in part to the transfer of some busmess to our fully operatlonal European ofﬁces but also due to a modest
decline in prices. Although premium rates in this segment increased srgmﬁcantly in recent years they began to
decline compared to levels in 2002 and 2003. Terms and conditions and client self-insured retention' levels remained
at desired levels in 2004. :

Our U.S. offices wrote $165.0 million in property premiums in 2004, which was 24.8% less than in 2003. The
amount 6f premiums written through surplus lines program administrator agreements and a reinsurance agreement
with subsidiaries of AIG declined in 2004, and the agreements were cancelled prior to the 2005 calendar year. The
amount of property premiums written through these distribution chanpels in 2004 and 2003 was $164.8 million and
$218. 7-million, réspectively (30 1% and 39.4% of total property gross premtums written, respectively),

Net premtums wntten'decreased by 19.5% in 2004 from 2003 a larger decrease than that'of | gross pretmums
written. ’I‘hls reflected additional pren‘uums ceded'to remsurers in 2004 (43. 7% of our gross’ premmms written
including property catastrophe cover) as it was the first full year ‘ceding general property business ona propomonal
basis from our Bermuda and European subsidiaries. Thete was also an increase in energy gross premiums written in
Europe, which:were also.covered by, treaty reinsurance. We also,increased the.amount of facultative reinsurance
purchased during 2004 compared to 2003 in order to take advantage of attractive rates and to-limit our exposure: In
addition we ceded $11.3 million in premiums relating 10 an energy fronting agreement for the first time in.2004.

+

Oﬂ'settmg the'i mcreases in ceded premtums was the decrease in the cost of property catastrophe cover a]located
to the property segment from $34.3 mtlhon in 2003 to $22 8 rmlhon in 2004 In October 2003, we began to reduce
our limits on U, S busmess w1th catastrophe exposure which reduced our catastrophe reinsurance cost in 2004,
Catastrophe reinfurance protects our property book of businiéss from- any catast.rophrc event such as a hurricane,
earthquake or flood, with the coverage formulated to mitigate the likelihood of a single catastrophic loss exceeding
10% of our total capital for a “one-in-250-year” event.

Net premiums earned decreased in 2004 as compared to 2003 primarily due to the increase in premiums ceded.

Net losses and loss expenses. Net losses and loss expenses increased to $320.5 million for the year ended
Deceniber 31, 2004 from $183.1 million for the year ended December 31, 2003. The property loss ratio had an
increase of 44.8 points in 2004 primarily due to the exceptional number of storms in the third quarter. Net losses and
loss expenses included $104.5 million in net losses resulting from third quarter hurricanes (adversely impacting the
loss ratio by 31.4 points). Offsetting this increase was $18.4 million in net positive development from prior accident
years included in 2004 results, which was the result of continued favorable loss emergence. Comparatively, 2003
results included $50.2 million of positive development relating to reductions in estimated ultimate losses incurred
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for the accident year 2002.-Rate decreases in property. insurance also contributed to.the increase in the loss ratio in
2004 over 2003. Net paid losses increased from $71.8 million in:2003 to' $140.2 million in 2004, reflecting the
development of our book of business alofig with mcreased payments resultlng from catastrophe claims. ¥

The table below is a reconcrhatron of the begrnmng and ending reserves for losses and loss expenses for the
years ended December 31 2004, and, 2003 Losses mcurred and pa1d are reflected net of reinsurance recoverables

o , e . . . Year Ended
‘ b ' - : Decernber 31,
I i ‘e b v FEIEIAE ) N R ﬂ ﬂ
o o ) e -1 4 @immilions)
Net reserves for losses and loss expenses, January 1 ......... pr s e s 32217 $108.8
JIncurred related to: . -+, . L0 0 Coer ot v YA .

. Current year non-catastrophe: .5 i oL ooy IV DL st L., e 2344002333
Current year property catastrophe .......... UL U L SR 1045 —_
Prior year non-catastrophe. . ......... e e e e e (18.4) (50.2)
Prior year property catastroph'er L .. __: R

' Tolincurred - .. ... LR RO L7 83205 18311
i"aidrel:ftedto ’ ,' ' C s - . J h L
Current year non-catastrophe . . . .+ ..\ o oo i AU 109 T 328
e Current Year property’ catastrophe R S L S KV
 Prior year non catastrophe. L L SRR H“ " . e § 97.1 * 300 )
Prior year property catastrophe B R R R T R I —-. = .
Total paid . . . .o et e e $140.2: $ 71.8
Foreign exchange revaluation . . . .. T I - 3 1.6
Net-reserve for. losses and loss expenses, December K Coacasvl )t 4042012217 0
Losses and loss expenses recoverable ."..:'........:..-...‘.“'.'."ii'.' 1851 '706‘-
Reserve for. losses and loss expedses' ]lj'ec'e‘mber k] P t St |,$589 3 $292. 3

. Acqursmon costs.  Acquisition costs decreased to $30.4 mrlhon for the year ended December 31, 2004 from
$39. 2 mrlhon for the year ended December 31, 2003 The acquisition cost ratio for 2004 decllned by 1 9 pomts due
tothe i 1ncrease m the amount of cedmg comnnsstons recelved Wthh offsets our gross acquisition cost This was the
result of the i 1ncrease in volume of busmess ceded to remsurers

+ ‘General and administrative expenses. Genéral and adnumstrattve expenses 1ncreased 10:$25.5 million for
the year ended December 31, 2004 from $20.9 million for the year ended December 31, 2003. The' increase in
general and administrative expenses of $4.6 million in 2004 reflected primarily the growth of our underwriting staff
in Europe The increase was a]so the result of maintaining staff levels while more busrness was ceded durtng the
year, §0 relati ve]y fixed costs were spread overa smaller net pren‘uum base Thus the overall expense ratio for 2004
remained comparable to that of 2003 as the i increase in cedmg commrssron lowered the acqursmon cost ratio while
the reductron in net premium base smu]arly mcreased the general and admmrstratrve expense rauo




CasualtySegment R e T T N A L v

" The fol]owmg table summanzes the underwntmg results and assoc1ated ratlos for the casualty segment for the
years ended December 31 2005, 2004 and 2003.

Lo P e T e Sy pieg T
Wy Y I WG A e - T o0 December 3¢ 4
b : 2005 2004 2003
b e i ] : ($ in millions)
Revenues B . -
Gross prermums wmten.‘ ........................ FEREETRIRE EERREREE $633.0 $752.1. $678.6
Netprermums written .......... DT s5T60 67000 6228
Net premiums €arned. . .. ... .ottt e 5813 " 6363 '536.1
Expenses" 4 . . : . BT e ey gy
Net losses and loss expenses ...... e e e '$431.0  '$436.1° $431.9
Acquisition cost: . .. ........ A e AP AT g3 598 57.3
General and administrative expenses . ....0..... ..., .. ..., e “443" 0 39.8 318
Underwriting incomé . .. . . .. e e S coiiai. 72500 10090 151
Ratios Ve TN
Loss ratio ... ... PP e Ce e St R -"—’"74 A% 685%  80.6%
Acquisition cost ratio. . . ........ e Y 58 94 - 107
Generaland administrative expense ratio .. . ... .. e S ieeea...r 6 - 62 59
Expenseratio .......... e Ceiaeann e = 16:6 156" 16,6
Combined ratio . . .. . .. e S 87.5 . -84 97.2
o P Vel DR v
Companson of Years Ended December 31, 2005 tmd 2004 . _ ) . i

- A TR ' . 1 " Y
Premiums. Gross premiums written declined $119.1 million, or 15.8%, for Lhe year ended fDecember 31,
2005 compared to the year ended December 31, 2004. The decrease reﬂected the cancellation of surplus lines
program administrator agreements and a reinsurance agreeinent with subsidiaries of AIG. Gross prermums written
undér these agreements in the year ended December 31, 2004 were approximately:$109.1 million compared to
$7.7 million written in the year ended Decembér-31, 2005. The decline was partially offset by premiums wiitten
through :our. own- underwriters in U.S. offices equal:to approx1matcly $83.2 ymillion during- the year -ended
December:31, 2005 compared to $30.7 million for the year ended!December 31,'2004. The decréase in gross .
prémiums written, also reflected’ a number of accounts-that were non-recurring in 2005 as well -as decreasing
industry rates for casualty lines of business..Casualty rates began’ to-decline in 2004 and continued to decline in
2005:Terms. and.conditions.and client self-insured retention levels; however, remained-at désired levels. During
2005; we alsoreduced our maximuny gross limit for pharmaceutj'cal accounts in'order to prudently manage this
exposure. The change in:gross-limit resulted in-a year-over:year decline ‘in gross:premlums writtentof about
$12 million. R O I L S S R TS

»7 In June 2004, Allied World./Assurance Company-(U.S.) Inc. openeda branch-office in‘New :York,. which
expanded our distribution in'the United States. We have also'opened ofﬁces in"San Francisco and. Chlcago which
will further expand ‘our presence in the’ Umted States. - ..0" PV s F Tk P B

' RN He
. Net premxums written decreased m lme w1th the decrease m gross prermums wntten The $55 0 rmlhon declme

in net premiums ‘earned was less than that for prermums written due to the contmued eammg of premlums wntten in,
2004,

Net losses and loss expenses. ~ Net losses and lo'ss‘i‘:ipe'ﬁse; decreased to $431.0 million for the year érided
December 31, 2005 from $436.1 million for the year ended December 31, 2004. The casualty loss ratio for the year
ended December:31, 2005 increased by 5.6 points from the  year ended December 31, 2004 due:largely to,a

" $25 milkion general liability loss that occurred during Hurricane Katrina. Net-losses and loss expenses for'the year
ended December 31, 2005 also included positive reserve development of $22.7 million compared to positive reserve
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development of $43.3 million in the year ended December 31, 2004. The decrease in estimated losses from prior
accident years was the result of very low loss emergence to date on the claims-made lines of business. Net paid
losses for the yea:s ‘ended Decémber 31, 2005 and 2004 were $31.5 rmlhon and’ $7.1 nu]hon respectwely

The table below is a reconciliation of the beginning and endmg reserves for losses and loss expenses for the
yeéars ended December 31, 20035 and 2004. Losses incurred and paid are reflected net of reinsurance recoverables.

Year Ended
December 31,
2005 004
) . ) ($ in millions)
, Net reserves for losses and loss expenses, January 1........ e : $1;019,‘6 - $ ‘59({.6
Incurred related to:. . .
Current year non-catastrophe . . .. ................. e 428.7 479.4
.- Current year catastrophe ...... R PR S 250, - J———
Prior year non—catastrophe ..................................... (22.7)  (433)
Prior year catastrophe ....... O, U . cee, L — ‘——-" '
Total incurred . ....... ce e e ce... 8§ 4310 % 4361
Paid related to:
Current year non-catastrophe . .. ... ... i -— 09.
Current year catastrophe . ... .. e e ce e . = "=
Prior year non-catastrophe . . .. ... . ... oo ceeee e 31s ., 42
Prior year catastrophe , .. .... P cheee — L — i
Total PAIA . . o\ oot ot et e e $ 315 §$ 71
Foreign exchange revaluation’ . ...........c..cotiiiirnnaninernnan, —_ —
“Net reserve for losses and loss expenses, December 31. ... ......... o 141917 11,0196 "
Losses and loss expenses recoverable. . . . . e e L . 1286 . -73.6
Reserve for losses and loss expenses December 31 .. U . '$1‘.54'7.7_ $1,093.2

4

Acqmsmon costs. Acquisition costs decreased.td $33.5 million for the year ended December 31, 2005 from
$59.5-million for the year ended December.31, 2004, Total ‘acquisition costs relating to premiums .written through
surplus lines program. administrator agreements and a reinsurance -agreement with subsidiaries of AIG were

- approximately $5.6 million for the year ended Décember 31, 2005 compared to approximately $15:0 million for the

year ended December 31, 2004. The acquisition cost ratio decreased from.9.4% for the year ended December 31,
2004 to 5.8% for the year ended December 31, 2005. The decrease was due to a general decrease in industry
brokerage rates paid by us, the cancellation of the surplus lines program administrator agreements and a reinsurance
agreement with subsidiaries of AIG, which cdrried:an additional 7.5% commission.on the gross premiums written,
and a slight increase in the rate of ceding commissions. The amount of ceding commissions received from treaty and
facultative reinsurance is offset against our gross acquisition costs. :

General and administrative expenses. . General and administrative expenses increased to $44.3 million for -
the year ended December 31, 2005 from '$39.8 million for the year ended December 31, 2004. The increase in
general and administrative expenses for 2005 versus 2004 was largely attributable to additional expenses related to
the New York office, which was fully operational for the full year in 2005 while it had just opened in June 2004. The
increase in the general ‘and administrative expense ratio is a result of thc stan -up costs in the Umted Statcs causmg
expenses to rise at a faster rate than premiums.

. Comparison of Years Ended December 31 2004 and December 31, 2003

. Premiums. -Gross premiums written increased 10.8%, or $73.5 million, for the year ended December 31,
2004 compared to the year ended December 31, 2003. While premium rates in the casualty segment began to
decline in 2004, terms and conditions and client self-insured retention:levels remained at desired levels.: We
continued to grow despite the decrease in rates due mainly to expansion in the United States (where gross premiums
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increased by 15.4%) and- Europe (where 'gross premiums increased by 67.2%). Bermuda production of business
remained* constant. in 2004. In-May 2003, the London branch of ‘Allied'World Assurance'Compdny (Europe)
Limited commenced operations and enabled us to better access brokers in continental Europe. This accessibility
provided continued growth for a full year in 2004. In June 2004, Allied World Assurance Company-(U.S.) Inc.
formed a branch office in New York, which expanded its distribution in the:United States.and increased oui
penetranon into the professmna] liability market. In August 2004, the New York brancI} expanded capabilities to
underwrrte excess. liability and errors and omissions coverages The New York branch produced approxtmate]y
$11. 9 rrulllon in gross prermums wntten dunng 2004 ' .

AL e

Dtstnbunon of our insurance products in the United ‘States was accomphshed mamly through agreements
between our U:S. 'subsidiaries and subsidiaries of AIG: The surplus lines program administrator agreements’ were
cancelled effective January 1, 2005, and the reinsurance agreement was cancelled effective December 21, 2004.
Gross premiums written under these agreements in each of 2004 and 2003 were $109.3 million-and $101.9 millios,
respectively, representing 14.5% and 15.0%, respectively, of total casualty gross premiums written. |

Net premiums written increased more modestly than gross premiums written in:2004.'During 2003, we ceded
8.2% of our casualty prermums to reinsurers while in 2004 we ceded 10.9%. The increase in ceded premiums
reflects a full year of treaty remsurance on general casualty business from Bermuda and Europe, and to a lesser
extent, an.added quota share component of the treaty effective March 1, 2004.

Net earned premium growth of $100.2 million in 2004 benefited from the growth of written premiums in 2003,

Net losses and loss expenses.’ " Net losses and loss expenses increased to' $436.1 mrlhon for ‘the year'ended
December 31,2004 from $431.9 million for the year ended December 31, 2003. The 2004 casualty 1685 ratic décreased
12.1 points primarily due to positive development on prior accident years of $43.3 million teported in 2004 versus no
positive development recorded in 2003. The decrease in estimated losses from prior accident years was the result of very
low loss emergence to date on the claims-made lines of business. The mix of business-contributed to the decrease in the
loss ratio as more business was produced by Europe, having lower expected loss expenses due-to a more favorable
European regulatoty environment. We had paid losses of $7.1 million in 2004,and $0.9 million in 2003. '

re -

~ The’ table below is a reconciliation of the beginning and ending reserves for Tosses and loss éxpenses for the
years ended December 31, 2004 and 2003. Losses incurred and paid are reflected net of reinsurance recoverables

. . : . Year Ended
o . . . . . . - h December 31’
D : : SN e, 07 2004 - - 2003
" B . . (§ in millions)
Net reserves for losses and loss expenses, January I .............. weewae 35906 81596
Incurred related to: . ‘
Current year non-catastrophe .......... WA e e T 4794 4319
o Current year catastrophe. R B AR TR R NP
.. Pnor year non-catastrophe e e e RN .(43.37) =
Pnoryearcatastrophe..,; ........ — = e
STotalincurred. . ... L T e ety $ 436.1 . $4319
-Paid related to: S I PR AN B PR _‘.,' e, R
.Current year non-catastrophe ... ... ... oce L, 20T A LA '0'9!. 06"
' Currént year catastrophe.. . . . . . R O N A A S — =
Prior year non-catastrophe . ....." SR LN . 62" 03
Pnor year catastrophe. ' RERREEES . ,, ) S _ e l . B
j,. " ol R T S SRS S0 2 I S 1 S
Forergn .exchange ; revaluanon e et el e, fov d EEIEEE g 0 e, —a
- Net resérve for losses and loss expenses, December 3o bl o 00 11,0196 0 5906
., Losses and loss expenses recoverable .. ... ... ..o i 07360 232
. Reserve for losses and loss expenses; December 31t % .. ... c.vevo, L0 $1,093.2 - $613.8 -
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Acquisition costs.  Acquisition costs increased slightly to $59.5 million for the year ended December 31,
2004 from $57.3 million for the year ended December 31, 2003. The acquisition cost ratio decreased from:10.7% in
2003 10 9.4% in 2004. The decrease primarily relates to the increased level of premiums ceded in 2004. The amount
of ceding commissions received from treaty and facultative reinsurance is offset against-our gross acqulsmou COSLS.
Brokerage rates also declined slightly in 2004, - - oy T .

Genemi and admtmstranve expenses General and adrmmslranve expenses 1ncreased to $39 8 million for the
year ended December 31, 2004 from $31.8 million for the year ended December 31,2003. The increase of $8 0 million
in general and administrative expenses in 2004 reflected the continued staff growth within the casua]ty seginent,
particularly with the opening of our,New York branch office. The increase in the general and administrative.expense
ratio is a result of the start-up costs in the United Stales causing expenses to rise at a faster. rate than premiums.

[0
"

Reinsurance Segment ' : s R Cor

The following table' summarizes the underwrmng results and associated ratios for the feinsurance segmem for
the years ended December 31, 2005, 2004 and 2003.. , . . . . . : s
: ' : Lt ' : o - Year Ended % .
' } ] T o . . .. + ' December 31,
. , 2Q05 . , 2004 , 2003
($ in millions)
Revenues o ' e : LA .
. Gross premiums wiitten . . ............. e e $5144 34079 83404
" Net premiums wrltten ............. s .o : Cr e .. 493 5 3941 . 3404
Net premiums earned ... s e e e 463.4 . 1 356.0, - 2748
Expenses . e o -
Net losses and loss expenses . ....... R AT $ 5033 $256 7 $147 1.
Acquisition costs . .. . ......... AP e e 104.2 809 - 66.1:-:-
General and administrative expenses. . . ... ........... Ve 208 . 211 ' T 138"
Undeérwriting i income (loss) . ........ PP e e (173.9_‘). (2.‘?)' . 478
Ratios ~ ~ Ca - o
Lossratio ... ...ttt i e e 108.6% 72.1% 53.35%
Acquisition. cost ratio . . .. .. . .. [ 225 22.8 24.0
General and administrative expense ratio . .. ................ 6.4 59 5.0
Expense ratio. . .. ..o ottt e i s 289 28.7 29.0

Combined ratio ... ........... U B T S 137.5 100.8 - 825

St

Comparison of Years Ended December 31, 2005 and 2004 | T

Premiums. Gross prémiums written were $514.4 million for the year ended December 31, 2005 as compared to
$407.9 million for the year ended December 31, 2004. The $106.5 million, or 26.1%, increase in gross premiums
written for the year ended December 31, 2005 over the year ended December 31, 2004 was predominantly the result of
continued growth of our specialty and traditional casualty reinsurance lines, which grew $84.7 million over the prior
year. Although rates generally stabilized in 2005, we believe we have gained market recognition since our reinsurance
segment started operations in 2002, and our financial strength has provided us with a competitive advantage and
opportunities in the market. Included within the reinsurance segment is business written on our behalf by, IPCUSL

. under an underwriting agency agreement. IPCUSL wrote $83.0 million of property cataslrophe business in the year

ended December 31, 2005 versus $68.0 million in the year ended December 31, 2004. The rise reﬂected an increase in
reinstatement premiums from a larger number of catasirophe claims on storm activity dunng 2005. Of the remaining
premiums, 15.6% related to property and 84.4% related to casualty risks for the year ended December 31, 2005 versus
22.6% property and 77.4% casualty for the year ended December 31; 2004. We also-commenced reinsuring accident
and health business in June 2004, which increased gross premiums written by.$6.4 million in 2005 over 2004.

Net premiums written increased by a slightly smaller percentage than gross' premiums written during 2005
because we allocated a portion of our property catastrophe coverage to the reinsurance segment, which equaled
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$16.4 million for the.year ended December 31, 2005 compared to $8.1 million for the year ended December 31,
2004. The increase reflected the cost of reinstaterment premiums due to clhims from Hurricanes Katrina and Rita.

1

Net earned prenuum growth in 2005 benefited from the continued earmng of premiums written in 2003 and
2004. Prenuums related to our reinsurance business earn at a slower rate than those related to our direct insurance
business. Direct insurance premiums typically earn ratably over the term of a policy: Reinsurance premiums under a
proportional contract'are typlcally eamed over the same period as the underlymg pohcres or risks, covered by the
contract: ‘As’a result, the ea.rnmg pattern’ of a proportronal contract may extend up ‘to 24 months! Property .
catastrophe premiums earn ratably over the term of the reinsurance contract. On an earned basis, business written on
our behalf by IPCUSL: represented 18.1% of total reinsurance earned pretmum in the year ended Decernber 31,
2005 compared to 18.6% in the year ended December 31, 2004.

Net losses and loss expenses. -‘Net losses and loss expenses increased to $503.3 million for the year ended
December 31, 2005 from $256.7 million for the year ended December 31, 2004. The loss ratro for the year ended
December 31, 2005 increased 36.5 points from the year ended Decemiber 31, 2004, The increase resulted from increased
wmdstonn actwtty during 2005. Net losses'and 1oss expenses ‘included” $23l 6 million of estimated losses relatmg to
Hurricaries Katnna, Rita-and Wilma and Windstorm Erwin (adversely impactirig the loss ratio by 50.0 points) and
$13.5 million of negative development on éstimated losses from 2004 storms (adversely impacting the loss ratio by 2.9
pomts) Comparauvely. $€1.6 milliori*of estimated losses weré incurred during the year ended December 31, 2004
relating to the third quarter hurricanes and typhoons (adverse]y impacting the loss ratio by 22.9 pomts) Net losses and
loss expenses for the year ended December 31, 2005 also included $17.0 ‘miilion of positive development relating to
reductions in estimated ultimate losses incurred for accident years 2002,:2003 and-2004 (favorably impacting the loss
ratio by 3.7 points). Comparatively, there was positive development of $17.8 million on prior accident year ultimate
losses during the year ended December 31, 2004 (favorably impacting the loss ratio by 5.0 points)-The adjusted loss ratio
after catastrophes and prior period development was 59.4% for 2005 compared to 54.2% for 2004 — the increase reflects
the shift in product mix m 2005 from propeny to casua.lty, whrch generally carries a hrgher loss ratio than property.

Palcl losses in our reinsurance segment mcreasecl from $55 2 million for the year ended December 31, 2004 to
$131.1 rmlllon for the year ended December 31, 2005, reﬂectm 18 payment of catastrophe losses as well as the growth
and maturity of this segment.

The table below is a reconciliation of the begmrung and ending reserves for losses and loss expenses for the
years ended December 31 2005 and 2004. Losses mcurred and pa1d are reﬂected net of reinsurance recoverables.

g ; : o ¢ * 1 Year Ended
. R . - . : December 31,
Vo R : o ‘ S 2005 2004
. -0t L, ) _ ($ in millions)
Net reserves for losses and loss expenses January P U .. $3541  $1526
Incurred related to o L ' .
Current year non- catastrophe. U . e peeee 275 2 1929
Current year property catastrophe . .......... e P ", 2316 86
Prior year non-catastrophe. . ... ... ... . e e (17.0) (17.8)
Prior year property catastrophe . . ......... ... ..t e 13.5 —
Total incurred . . ... ... e $503.3  $256.7
Paid related to:
Current year non-catastrophe. . . ... ... ..ottt 2.1 04
Current year property catastrophe .. ............ ... . . i, 476 24.9
Prior year non-catastrophie. . .. ... i e 40.3 299
Prior year property catastrophe . .......... ... ... .. .. . ... 41.1 —
Total PAald . . . .o e e $131.1  $ 552
Foreign exchange revaluation . .......... ... . ... .. ... .. . . . ... — —
Net reserve for losses and loss expenses, December 31 ... _............... 726.3 354.1
Losses and loss expenses recoverable ........ ... .. .. . . i 72.6 0.
Reserve for losses and loss expenses, December 31 . ...................... $7989 $354.6
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Acquisition costs.  Acquisition costs increased to $104.2 million for the year.ended December 31, 2005 from
$80.9 million for the year ended December 31, 2004 primarily as a result of the increase in gross premiums written.
The acquisition cost ratio for 2005 was 22 5% as compared to Lhe acqursmon ratico of 22, 8% for 2004.

General and administrative expenses General and admmrslratrve expenses increased to $29.8 mrlhon for
the year ended December 31, 2005 from $21.1 million for the year ended December 31, 2004. The $8.7 million
increase in general and administrative expenses in 2005 reflected the increase in underwriting staff and the growth
of the business. Fees paid to subsidiaries of AIG in return for the provision of administrative services were based on
a percentage of our gross premiums written. The fees charged to the reinsurance segment increased by $5.6 million
due to the increase in gross premiums written. Letter of credit costs also increased with the increase in volume of
business and property catastrophe loss reserves. L . . b .,

Comparison of Years Ended December 31 2004 and December 31, 2003 : 5o

Premiums, Gross premiums wntten increased in 2004 by $67.5 million or approxrmately 19 8%. The largest
source of growth in 2004 came from the expansion into international lines. We began reinsuring risks outside of
North America late in 2003, and this business grew considerably in 2004 We also continued to grow specialty lines
including accident and health risks, which commenced in 2004. Included wrthm the reinsurance segment is busmess

- written on our behalf by IPCUSL under an underwriting agency agreement. IPCUSL wrote 18.0% of total

reinsurance premiums in 2003 and 16. 7% in 2004. Of the remaining premium, 22.6% related to property and 77.4%
related to casualty nsks in, 2004 versus 29.2% property and 70.8% casualty i in 2003,

During 2004, tate increases moderated or leveled for several business lines within the reinsurance segment,
and:prices for some risk classes declined from their highs. However, terms and condmons under our Lreaty and
facultative.contracts remained favorable. + _* " - '

Net premrums written mcreased bya smaller percentage than g-ross prermums written during 2004 because we
began to cede a portion of our accident and health remsurance premiums to a retrocessionaire.

, " Net earned premrum growth in 2004 beneﬁted from the growth in wntten premlums in 2003. On an earned
basis, business writien on our behalf by IPCUSL represented 18.6% of total remsurance earned premium in 2004
compared to 21.4% in 2003,

Net losses and loss expenses. Net losses and loss expenses mcreased to $256.7 million for the year ended
December 31, 2004 from $147.1 million for thie year ended December 31, 2003. The loss ratio for the year ended
December 31, 2004 increased 18.6 points from 2003. The increase resulted mainly from hurricane and typhoon
losses that amounted to $81.6 million (adversely impacting the loss ratio by 22.9 points). Partially offsetting a
portion of these losses was $17.8 million in positive development relating to reductions in estimated ultimate
incurred property losses for accident years 2002 and 2003. Comparatively, results for 2003 included $6.6 million of
positive development in property reinsurance losses due to low loss experience and few natural catastrophes, Paid
losses in our reinsurance segment increased from $26.1 million in 2003 to $55.2 million in 2004, reflecting the
growth and maturity of this segment as wel] as payment of some hurricane losses in 2004
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- 1, The table below is a reconciliation of the beginning and endlng reserves for losses-and loss-expenses for the

years ended December-31, 2004 and'2003. Losses'inctirréd and paid are reflected nét of reinsurance reeoverables

. PR T Y & PP 4 I N T I N R TR YearEnded e
a1 ST, PR AT T A T AN B CLt ‘i . .. December 31, i),
RN TAR AU T - TS e A A N LTV | Lt Tl L2004 ., 2003 ¢ - '
et e, Lyt e SR P I S .7 ($inmiliens) ..,
Net reserves for losses and loss expenses, January 151" . L. L $152 67 83L6: i
“<Incurred relatedito:’ . wctow ot I Aa el ol n Ll e -l Lt
- * Current year non-catastrophe.‘. : :".';. RO A I L A 192.’9 e _153.7
‘Clirrent yeai property- catastrophe -, ’ c LR e e e
Prior year non-catastrophe. . ... ..., ... .. . e, e e e (17.8) (6.6)
Prior year property catastrophe . .. .. Cereeas .7‘.__;.. e e — -
Total incurred . . ... ... e S e $256.7 $147.1
P_ald relatéd to: | T A D e A L
, “"Cuirent yéar non-catastr"o';)he. e . .'.‘ e .:';’;".l.". . f_l-_;_.‘_ ! . ] b '0’.4{ ,'J’!I_ 133
e Current year property catastrophe B R ey w 249 L
E . Prior. year non- catastrophe e e e g e e . ., 299 128
it .,Pnor year. property. catastrophe T A P I il S T LY
Total parda. B R L A R 0 I AR VS P v$ 552§ 2612
Forergn exchange revaluanon ....................................... = —_
Net reserve for losses and loss expenses, December 31 .. .................. 3541 152.6
Losses and loss _expeénses recowerable ............ e e _ 0.5 —
Reserve for losses and loss expenses December 31...... PR e $354.6 $152 6

Acqutsmon costs 4y Acqmsmon costs increased to $80.9 rmllron for the year ended December 31, 2004 from
$66. 1 million for thie year ended December 31,2003. The acquisition cost ratio of 22.8% in 2004 was lovier than that
of 24:0% i 2003 pnmanly as a result of the increased propomon of international reinsurance, which had-lower
acqursmon costs

General and admxmstratwe expenses General and adrmmsl:ranve expenses mcreased to $21 l million for the
year-ended December-31,-2004 from $13.8 million for the year ended Decémber 31, 2003. The increase in general and
administrative expenses of $7.3 million in 2004 primarily reflected the further growth in our underwriting staff, costs to
estabhsh a‘néw reinsurancé processrng system and an increase in the allocation of administration service fees due to the
proporuonal increase .in .gross premiums written by the reinsurance segment. The increase in the general and

administrative expense ratio is a result of these additional costs exceeding the rate of growth in our et premiums earned.

RS, 5 Cane L . A
g e .~ Réserves for Losses and Loss Expenses = . -+ 1 + - . art = '
" Reserves for fosses atid | loss expenses as of Decernber 31, 2003, 2004 and 2003 were comprrsed of the
following: . ... 14, R e 1 U S T o RN
CV U ra VL IR Prbperty s Cut T ’Casunhy co P00 Reidsurdnce' o . 1aT . Total 7
December 31, December 31, December 31, : December 31,
g P here @ 02005 T 2004 4,73 2003, i 2005 2004 2003~ 2005 2004 2003 2005 2004, , .2003
T o, 7§ inmillioas) , ey - S R T N R TR ORI Sl
Case reserves ;. . ... .»n $ 602.8, $2245r$l276$ 776, 8 29.75%, 4.9 $2408 § 67.7:5.195 § 9212$.3219$ 1520
IBNR . ..... e ud56.0 03648, 164.7 14701 r 10635 608.9 |, 558:1-, 2869 - 133.1 ~2,484.2 ., 17]5 2, 906.7
Reserve forlos'sésand B I LRI & R B L A S AT TP R
loss expenses .~:+. .} 10588 589.3 2923, 1,5477 10932, 613.8- :-7989 354.6 « 152.6..3,405.4 20371 1,058.7
Reinsurance - _'“~., SRR .r-‘* IR S N L O N T T TR v e
recoverables . . .. . .(515.1) ,(185:1) . (70. 6) (128.6)1, (73.6) . (23.2) ..(72.6) -, (0.5) P— (7l6 3) (259. 2) (93.8)
Net-reserve'forlosses vy T i i L R AT T L SRR

"and loss expenses..:. « $1 5437 1$:404.2.$221.7 $1 419.1 $l 019 6 $5906 $726.3 $354 1.5152.6 $2,689:1 $1,777.9 § 964 9
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.+« «We participate in certain lines of busmess;where claims may not be reported for many years. Accordingly,
management does, not. believe that reported claims:on these lines are necessarily ‘a valid-means: for estimating
ultimate habllmes We use statistical and actuarial methods to reasonably estimate ultimate expected losses and loss
expenses Loss reserves do not represent an exact calculation of liability. Rather, loss reserves are estimates of what
we expect the ultimate resolution and administration of claims will cost. These estimates are based on actuarial and
statistical projections and on our assessment of currently available data, as well as estimates of future trends in

. claims severity and frequency, judicial theories of liability and other factors. Loss reserve estimates are-refined as
experience develops and as claims are reported and resolved. Establishing an appropriate level of loss reserves is an

inherently;uncertain process. Ultimate losses and loss expenses may differ from our.reserves, possibly by material
amounts. See “— Critical Accounting Policies — Reserve for Losses and. Loss Expenses” for further,details.

)
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" Ceded Insurance

For purposes of managmg risk, we reinsure a portion of our exposures, paying réinsurers a part of premrums
received on policies we write. Total premiums ceded pursuant to reinsurance contracts entered mto by our company
with a variety of reinstrers were "$338.3 million, $335.3 million and $227 2 miillion’ for the years ended
December 31, 2005 2004 and 2003, respectively. Certain reinsurance contracts pr0v1de us with protection related
to spec:ﬁed catastrophes insured by our property-segment. We also cede premiums on'a proportional basis'to Limit

" total exposures in the property, casualty and to a lesser extent reinsurance segments. The following table illustrates

our gross premiums written and ceded for the years ended December 31, 2005, 2004. and 2003: .

.- . . ) .. .o . . Gross Premiums Written and¥
- o : . Premiums Ceded

v R S oo B T U Eaded December 31
_ ' E e . L. . 12005 T T 2004 2003
R AR - R A oo, o (S inmillions) oy
_._1(}3‘ros‘s'. R, R RREREEE r[ REITEER Y $1 560.3 I$1 ,708.0 $J,Sz§.?_
L Ceded. ... 0 R PN J.;.‘.h::i\;". e ‘ . (333 3)"“ 93.5 .3’.) (2272) ...
- o Net. % s et : R L PN T (N .._'.*".<.;. R I e P $1 222 0' 51,3727 . $1,346.500 1
Ceded as percentage of GIroSs . ... ......oovvreereoaannnns 21.7% __ 19.6% "44%
1. ' Jh [ TH . VL et n’" AT A b Laaies Ty oL A
The following table” 1]lustrates the effect of .our reinsurance ceded strategles on our results of operations:
L S L R TN S ”‘YearEudedDecemberB] S
e L‘:‘ T T T B L N T P AL ’-2905; 12004 2003 1t
Sz 0T L, o RO IT7 ' LR R B oL '($inmillions) v
™"« Premiumsg’ wntten* ceded . %4, e T e e NS '$338 304 7$335.3'% 7 §227:2
Premiums earned ceded. . ... ... ... i PP 3442 3127 1568
Losses and loss expenses ceded . ... : .t o5 v vpon v s 5 ;_.-.‘:;,';_'.:".' C6021 2001 86.7
e Altcpulsltwn costs ceded. R CR T . e T RRRE RN 6S’)n9 591 g 'Z_’a0.0

We paid approxrmately $154 million relating to reinsurance ceded activities for the year ended December31,

2005 compared to $221 million and. $165 millien, respectlvely, for the years ended December 31, 2004 and 2003.

v ol a4

~Qur_ remsurance ceded strategies have remamed relatlvely consistent since 2003 ‘Our property segment has
purchased quota share reinsurance almost from mcepnon From June 2002 through March 2003, we ceded 50% of
up to $10 million of each applicable policy limit of energy businiess, from April 2003 to June 2006, we ceded 66% of
up-to $20 million of edch applicable policy limit of energy business. From June; 2006 to'June 2007, we will cede
58.5% of up to $15 million of each applicable policy limit of energy business. From August 2003 to October 2005,
we ceded 45%.of upto $10 miillion of each-applicable policy limit of general property business, from October 2005
to April 2006, we ceded 35% of up to $10 million of each appllcable policy limit of general property business:and
from April 2006 through October 2006 we : will cede 45% of up to $10 million of €ach applicable policy litnit. Thére
are also occurrence limits on our general property treaty of $250 million for U.S. general property. business and
$100 million for international® genéral property_ busiriess for. the pericd’ October2005" through October2006.
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Occurrence limits restrict our ability to’recover losses, in the aggregate, for a-single event. Notwithstanding the

occurrence limit subject to this treaty contract, in the event any loss under this treaty astaches both to-policies

incepting during the treaty period and to policies incepting outsrde such period, the sum of losses of all treaty

contract years shall not exceed $450 million. Our property reinsurance treaties did'; not cover 'property prémiums

written under.the surplus lines program administrator agreements and a reinsurance agreement with subsidiaries of

AIG. Qur property reinsurance treaties do cover property premiums written by our U.S. underwriters since 2005.
- . LI v .

We also purchase reinsurance to provide protection for specified catastrophes insured by our property segment.

The limits for catastrophe protection have decreased from 2003 to 2006 as a result of reducing our exposures in
catastrophe-exposed -areas. Our strategy regarding the amount of property catastrophe coverage purchased has
changed based on our experience with the storms that occurred during 2005. Prior to 2006, our targeted exposure
level.was up to 10% of capital for any “one-in-250-year” event based on modeled probable losses. For 2006 we are
also managing our portfolio of catastrophe exposures based on our gross exposed policy fimits and probable loss
factors from worst-case historical data. Using this method, we believe that our net probable maximum losses fora
ope m 250—year event would be manageable unider ‘our current property catastrophe retnsurance and capltal
structure No assurance can be gwen however as to what our actual losses would be from any such 2006 evcnt

© Our reinsurance strategy for.the casualty segment has also not chati'ged Signiﬁcantly since 2003. We hive
purchased variable quota share reinsurance for genera] casualty business since December 2002 Fror December
2002 to March 2004, on policies with limits in excess of $25 million, we ceded'80% of up to' $25'miillion part of
$50 million of applicable policy limits while retaining the other $25 million (plus the remaining 20% of up to
$25 million part of $50 million). From March 2004 to March 2005, we purchased additional quota share reinsurance
equal to 10% of policies with limits of less than or equal to $25 million (or its currency equivalent), and ceded 85%

- of up to $25 million part of $50 million on a variable quota share basis. From March 2005 to March 2006, we ceded

12% of policies with limits less than or equal to $25 million (or its currency equivalent) and 85% of up to $25 million
part of $50 million on a variable quota. share basis. For the treaty period from March 2006 t0 March 2007, we will
cedc 12% of pohcxes wrth llrmts less than or equal to $25 rmllton (or its currency equlvalent) and 959% of up to
$25 million part of $50. million on a variable quota share basis. Effective March 1, 2006, we will also cede 20%. of
general casualty policies with lrrmts 1éss than or equal to 525 rmlhon written by our U.S. subsrdtartes Since 2003,
we have also purchased a limited amount of facultative reinstirance for professional liability policies. We do not
anttclpate changmg this strategy in 2006.

1 o, - o

" We purchase a l1nuted amount of retrocessron  coverage for our remsurance segment From J une 1 2004 to
December 31, 2005, we ceded apprommately $10 million of accident and health reinsurance premiums on a quota
share basis. We did not renew this treaty when it exptred on June 1 2006“’ . o

N R o Vol e g e t o
The avallablhty and cost of reinsurance is subject: to market condtttons which may be beyond our control. For
example, capacity within the property reinsurance market is currently limited. If reinsurance capacity is available in
the future, but only from reinsurers that do not meet our minimum financial strength requirements, then we may not
be able to purchase the level of protection as we have in the past. Even if reinsurance capacity is available at past
levels and from financially acceptable reinsurers; the contractual terms and conditions of such reinsurance could
change in the future in ways that would make the reinsurance less financially attractive.to us-or that could restrict
our ability to cede certain types of losses.to reinsurers. If such changes-occirred, we may choose to reduce our
reinsurance: purchasrng and retain more risk, or we may have to reduce the ongtnal pohcy limits we write. .
! R T EET IR A AN WA : o
' The absence of remaining lmuts also restncts the amount of losses we can recover from remsurance Based on
our current estimate of losses related fo Hurricane Katrina, we believe we have exhausted.our $135 rrullton of

property catastrophe reinsurance protectlon with respcct to tlns cvent

vl ' T »

1
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e We, beheve we have been successful m obta.mmg reinsurance protectton -and our purchase of reinsurance has
allowed us to form strong trading relatlonshlps with reinsurers. However,.it is not certain that we will ‘be able to
obtam adequate protectton at.cost effective levels in the future., We therefore may not be able to successfully
mitigate risk through reinsurance arrangements. Further, we are subject to,credit risk with respect to our reinsurers
because the ceding of risk to reinsurers does not relieve us of our-liability to,the clients or companies-we insure or
reinsure. Our failure to establish adequate reinsurance arrangements or, the . failure - of existing reinsurance
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-arrangements to protect us from overly concentrated rlsk exposure could adversely affect our financial condluon .
and results of operations. ~ .« ' - S s o
o

The following table jllnstrates our reinsurance ‘relcoverable‘as of Deceinber 31, 2005 and 2004: . .

. . . . . ' * Reinsurance
. - .. T e ., . o o Recoverable .
. As of December 31,
Lo n 2005 2004
oo, “ . 3 E C L e . ] ($inm_il}ions)
Ceded case-reserves . . ... .......... e e e PR e $2564.  $ 639

Ceded IBNR reserves .. . . ... . .. T e e e oy 4599 195.3
" Reinsurance recove'rable B T A Ll .. $7163  $259.2

v e ) L ; 4

PN . . - '
- . .

We remiain obligated for amounts ‘ceded in ‘the event our reinsurefs do not meet their obligations. Accordingly,
we have evaluated the reinsurers that are pro\rldmg reinsurance protection to us and will continue to monitor their
credit ratings and financial stablllty Approx1mately 94% of ceded case reserves as of December 31, 2005 were
recoverable from reinsurers who had an A.M. Best rating of “A” or higher. We generally have the right to terminate
our treaty remsurancc contracts at any time, upon prior written notice to.the reinsurer, under specified circum-
stances, mcludmg the assignment to the reinsurer by A.M. Best of a financial strength rating of less than “A—"

’ Lo N . S '
. ' o Li_qui'di'ty'and_ Capiﬂ Re_aourcea

General

At the date of its incorporation, November 13, 2001, Allied World Assurance Company Holdmgs Ltd was
capltahzed with shareholdérs’ equity of $1 487.6 million. From inception to Decemnber 31, 2004, we reported total
net income of $615 million. For the year ended December 31, 2005, we reported a loss of $159.8 million. On
March 30, 2005 we declared a special one tlme cash dwldend of $9.93 per common share or $499 8 mllhon in the
aggregate.

) Y.

Our caplta] management strategy is to preserve sufficient caplta] to support our financial ratmgs and future
growth while mamtammg conservatlve financial’ leverage and ‘eamnings coverage ratios.’

1 ] .

Allled World Assurance Company Holdings, Lid is a holdmg company and. transacts no busxness of its own.

The proceeds of all paid-in capital have been contributed by the holding company to its subsidiary companies. Cash
flows to the holdmg company may compnse d1v1dends advances and loans' from its subsidiary companies.

N . * ; A ' . . ! LAty
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Restnctlons and Specific Requnrements

1 ' W A v f ' ' .- y

The ]lll'lSd.lCthl’lS in which our insurance subSIdlancs are llcensed to write business impose regulations
requiring companies to maintain or meet various defined statutory ratios, including solvency and liquidity
requirements. Some jurisdictions also place resirictions on the declaration and payment of dividends and other
distributions..As of December 31, 2005, 2004 and 2003, the:total combined minimum capital and surplus required
to be held by our subsidiaries was $1,370.6 million, $1,503.7 million and $1, 304.8 million, respectively, and, at
these same dates, our subsidiaries held a total combined caprta] and surplus of $1 850 0 nulhon $2,038.1 rmlhon

and $1,860.7 million, respecr.wely

‘ a . , S
Our insurance subsidiary in Bermuda, Allled World Assurance Company, Ltd, is neither licensed nor admitted
as an insurer, nor is it accredited as a reinsurer, in any jurisdiction iri'the United States. As a result, it is required to
post collateral sccurity with respect to any reinsurancé liabilities it assumes from cedmg insurérs domiciled in the
United States in order for U.S. ceding companies to obtain credit on their U.S. statutory financial statements with
respect to insurance liabilities ceded to them. Under applicable statutory provisions, the security arrangements may
be in the form of letters of credit, reinsurance trusts mamta.med by trustees or funds-wuhheld arrangemems where

assets are held by the ceding company. T oot C e e SN
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At this time, Allied World Assurance Company, Ltd-uses trust accounts primarily to meet.security require-
ments for inter-company and certain related-party reinsurance transactions.-We also have cash and cash equivalents
and investments on deposit with various state or government insurance departments or pledged in favor of ceding
companies in order to comply with relevant insurance regulations. As of December 31,2005, total trust account
deposits were $683.7 million compared to $558.1 million at December 31, 2004 and $502.8 million at December 31,
2003. In addition, Allied World Assurance Company, Ltd has access to-up to $300 million in letters of credit under
secured letter of credit facilities with Citibank, N.A. and Barclays Bank, PLC. These facilities are used to provide
security to reinsureds and are collaterahzed by us, at Jeast to the extent of letters of credrt outstandmg at any given
time. As of December 31, 2005, 2004, and 2003, there were outstanding letters of crecht totaling $740.7 million,
$340.0 million and $195.5 n'ulhon respectively, under the two facrhttes Collatera] commmed to support the letter
of credlt facilities was $852.1 million at December 31, 2005 compared to $357 0 rmllton and $225.7 rmlllon at
December 31 2004 and 2003, respectrvely . -

‘ toaa !

Security arrangements with ceding irisurers may subject our assets to security interests or require that a portion
of our assets be pledged to, or otherwise held by, third parties. Both of our letter of credit facilities are fully
collateralized by assets held in custodial accounts at Mellon Bank held for the benefit of Barclays Bank, PLC and
Citibank, N. A. A]though the investment income derived from our assets while held in trust accrues to our benefit,
the mvestment of these assets is governed by the terms of the letter of credit facilities or the investment regulatxons
of the state or territory of domicile of the ceding insurer, which may be more restrictive than the investment
regulauons applicable to us under Bermuda law. The restrictions may result in lower ifvestrient yrelds on these

¢

assets, whrch may adversely affect our profitability. - - o e e

We beheve that restrictions on liquidity resulting from restrictions on the payments of drvrdends by our
subsidiary companies or from assets committed in trust accounts or to collateralize the letter of credit facilities are
not of a size which will have a material impact on our ability to carry out our normal business activities.

! y ok

Sources of Funds

Our sotirces of funds primarily consist of premium recerpts net of commissiorls, ifivéstmént income, our term
loani and proceeds from sales and redemption of i investments. Cash is used pnmartly to pay losses and loss expenses,
reinsurance purchased general and'administrative expenses and taxes, with the remainder made available to our
investment manager for mvestment in accordance with our investment pohcy : i . ‘

Cash flows from operauons for the year ended December 31, 2005 was $730 0 mrlhon compared to
$1,068.9 million for the year ended December 31, 2004. The increase in losses paid (due to maturation of our
business and losses paid on catastrophe claims) was the main source for the year-over-year decrease. Net loss
payments made in the year ended December 31, 2005 were $430.1 million compared to $202.5 million for the year
ended December 31, 2004. There was also a decline in net premium volume for 2005 compared to 2004. Cash flow
from operations in 'the year ended December 31, 2004 was $1, 068.9 million compared to $1, 101 2 million i in the
year ended December 31, 2003 Net loss payments made in the year ended December 31 2004, were $202 5 mrlhon
compared to $98.8 rmlhon in the year ended December 31 2003. These amounts, represented 20, 0% and 13, 0%. :
respectrvely, of net losses incurred. Losses mcurred on our long-tail busmess may not be pald for several years '

Investmg cash flows consist primarily of proceeds on the sale of investments and payments for investments
acquired. We used $747.5 million in net cash for investing activities during the.year ended December 31, 2005
compared to $944.2 million during the vear ended December 31, 2004. The decrease for 2005 reflected the lower
tevel of cash from operations available to invest (as discussed above). We 'used:$944.2, million: in net cash for
investing activities during 2004 compared to $1,123.0 millicn during 2003. We invested less in 2004 versus 2003 as
we maintained a higher cash balance in order to pay catastrophe losses.” ... o

, Financing cash flow's dunng the' year ‘ended” December 31 2005 consrsted of proceeds from borrowmg
$500 mrlhon through a term loan. This was offset by a distribution 10 our shareholders in the fonn of a one- t1me
specral cash’ dividend equal to $499.8 tmlhon in the aggregate !

' P - . I

We expect that our operational needs for liquidity will be met by our balance of cash, funds generated from.
underwriting activities, investment income, proceeds from sales and maturities of our investment portfolio and
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proceeds from our initial public offering and senior notes offering, Over the next two yéars, we currently expect to
pay approximately *$380 million in claims related to:Hurricanes Katrina, Rita and. Wilma and approximately
$80 million in claims relating to 2004 hurricanes and typhoons. In 2006, we anticipate that annual expenditures of
approximately $15 million will be required for our information technology -infrastructute and systems enhance-
ments and $18-million will be required for leasehold improvéments-and furniture and fixtures-for newly rented -
premises in Bermuda, San Francisco and Chicago. We expect our operating cash flows, together with our existing
capital base; to be sufficient to-meet these requirements and to operate 'our' business. Our funds are primarily
invested in liquid high-grade fixed income securities. As of December 31, 2005, 1ncludmg a high-yield bond-fund,
98% of our fixed income portfolio consisted of investment grade secuntres compared to 98% as of December 31,
2004. As of December 31,2005, net accumulated unrealized losses, net of income taxes, were $25. 5 million
reflecting the increase in interest rates from the end of 2004 through December 31 2005. Net accumulated
unrealized gains, net of income taxes, were $33.2 million as of December 31; 2004, The maturity distribution of our
fixed income portfolio (on.a market value basis) as of December 31,.2005,and December 31, 2004 was as follows:

. , AT ! . . et

December 31

1 ! ‘ e [ 1 ot ) L : ) . 2005 7 - 2004;
Lo j' o T i millions)
Due in one year orless... ...... - ,'._ ..... ’ ..... ; .. .".“,(. . 8 381'.5" $ 219.‘5. .
Due after one year through ﬁve years ...... YA SR 24948 ..
Due after five years through ten years .. ............ e es e . 2286 3250
Dueaftertenyears....r..: ........ B R R R R 21 . 586
Mortgage—backed L "‘.“r O DU S N 846.’1 579. 2
Asset-backed. . ... i e e 2162 2266,

Total. ... e $4,390.4 $3,903.7

i

_We do not believe that mﬂatlon has had a material effect. on our consolidated results of operations. The
potentral exists, after a catastrophe loss for the development of inflationary pressures in a local economy. The -
effects of inflation are considered 1mpl101tly in pricing. Loss reserves are established to recognize likely loss
settlements at the date payment is made.- Those reserves inherently recognize the effects of inflation. The, actual ;
effects of inflation on our results cannot be accurately known however, untll clalms are ulttmately resolved

J . LI N £l ol
Long-Term Debt - "5+ ' o

. B ]
. . PN . - '

On March 30, 2005, we borfowed $500 million under a credrt agreement dated as of that date, by and among '
the company, Bank of Amenca N. A., as administrativé agent Wachovia Bank, Natlonal Association, as
syndtcanon agent, and a syndtcate of othier banks. The loan carried a- floatrng rate of interest which was based -

“on the Federal Funds Rate pnme rate or LIBOR plus an appltcable margm and had a fifal matunty on March 30,
2012. The apphcable margin was determined by our most recently annouriced A.M. Best financial strength rating: at
A+ or better, the applicable margin was 0.50%; at A, 0.60%, and at A— or lower, 0. 75% Through December 31,
2005, the loan carried an average floating rate of 4.04%. SO HIN

The credit agreement contained various.covenants, including limitations on future indebtedness, future liens,
fundamental changes and certain transactions with affiliates. In-addition, the credit agréement also stipulated that
we maintain (A) a minimum amount of consolidated. shareholders’ equity equal to or greater than the sum of
$1,145 million, plus (1) an amount equal to 50% of consolidated net income earned in each fuli fiscal quarter ending
on or after March 31, 2005 (wrth no deduction for a net loss in any 'such'fiscal quarter) plus (2) an amount equal to
50% of the aggregate nét cash ‘proceeds from equity issuances made after December 31, 2004 (B) a debt to total
capital ratio of not greater than 0.35 to 1 and (C) a financial strength rating by AM. Best of any material insurance
subsidiary of A— or higher. At December 31, 2005 we were in comphance with all materlal covenants contatned in

the credit agreement. .. ¢ : . .
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On April 21, 2005, we entered into certain interest rate swaps in order to fix the interest cost of the $500 million
floating rate borrowing. The swaps were arranged n three tranches correspondmg to anticipated prepayments of
the loan

Term and Amount ) oot Fixed Rate Counterparty

2 years $100,000,000 .. ........... e 3.98%  Bank of America -
3 years $200,000,000 .. ... P 4.11%  Wachovia Bank

5 years $200, 000 000 ............ e e e 4.38% Ba.rclays Bank -

In each case, we paid the ﬁxed rate of interest and recewed 90-day LIBOR. OnJ anuary 31, 2006, these swaps
were terminated with an effective date of June 30, 2006.

As of July 26, 2006, this debt was full)l( repaid using a portion of the net proceeds from our initial public
oﬁeﬁng, the exercise in full by the nnderwrite_i's of their over-allotment option and an approximately $500 mitlion
senior notes offering. . C o

e, ‘ o e .- T
Letter of Credit Facilities
In September 2002, A]lied World Assurance Company, Ltd entered into an agreement with Ciiiba.nk, N.A,,
under which Citibank agreed to provide Allied World Assurance Company, Ltd with letters of credit. This letter of
credit facility currently provides letters of credit with a total face amount of up to $650 million. The facility is 100%
secured by fixed income securities in a.custodial account with Mellon Bank, N:A. Allied World Assurance
Company, Ltd pays a letter of credit fee on the outstanding face amounts of the letters of credit based on the type of

collateral provided. A fee of 0.25% is charged on securities held as collateral and issued by the U.S. government or
its agencies (whose debt obligations are fully and exp11c1tly guaranteed as to the timely payment of principal and
interest by the full faith and credit of the' U.S. govemment) or the central government of an OECD (Organisation for
Economic Cooperation and Development).country, in each case rated AA or.AA equivalent or better. A fee of
0.275% is charged on securities held as collateral and issued by corporations or U.S. government agencies, in each
case rated AAA. As of December 31, 2005 and 2004 $492 2 rmlhon and $216.0 miltion, respectively, was
outstanding on this facility.

In December 2003, Allied World Assurance Company, Lid became party to a credit agreement with Barclays
Bank, PLC, which was amended in January 2005 and December 2005, and provides for a $250 million standby
letter of credlt issuance fac1l|ty to support Allied World Assurance Company, Ltd’s reinsurance business in the
United States. The facrlrty is seeured by ﬁnancral assets in a custodlal account with Mellon Bank N.A. Under the
agreement, Barclays will issue standby letters of credit from time to nme npon the request and for the account of
Allied World Assurance Company, Ld. .~

- - CE . ol
- . . Pl

Allied World Assurance Company, Lid paysa letter of credit fee with respect to each letter of credit on each
day from and mcludmg the issuance date until the.date the letter of credit is fully drawn, cancelled or expired equal
to 0.24% annually multiplied by the aggregate outstandmg face amount of the letter of credit at the close of business
on the particular day. During the continuance of any default, the letter of credit fee rate will be mcreased to 2%
annually. Allied World Assurance Company, Ltd also pays other customary fees and expenses

Allied World Assurance’ ‘Company, Ltd- can permanently reduce the’ aggregate letter of credit facility
commitment, in whole or in part, in a minimum aggregate amount of the lesser of (1) $25 million (or any integral
multiple of $5 million in excess thereof) or (2) the total amount of the unused aggregate letter of credit facility
commitment upon at least three business-days written.notice to Barclays, except that the aggregate letter of credit
facility commitment may not be reduced below .the aggregate amount of the outstanding obligations. As of
December 31, 2005 and 2004, $248.5 million and $124.0.million, respectively, was outstanding on this facility.
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Aggregate Contractual Obligations' T UL ST Ry A R Y S

The fol]owmg table shows our aggregate Ccontractual obhgauons by tifme penod rernammg to due date as of
December 31, 2005:

R A Payment Due by Period " " ™ 5a.d
. Coaed . : Less Than S L . More Than
sl s oo - Total - 1 Year 1-3 Years- 3.5 Years ~ *' 5'Years
N TR Do . o ($ in millions) '+ o0 T Lo
Contractual Obligations . . . R L s’
Long-term debt._ ................... $ 6619 § 276 $ 579 31534 $ 4230
“'Operatirig lease obligations .- ..+ !, . “"63.1_::‘ 320 96 T BT T aLe
Gross reserve for losses and loss A
expenses. SETETRTE BTy xx 34054 1,156.7 8]6 7 393.8 1,0382
T OTotal L.y 341304 $1187.5 | $884.2 $5559  $1.502.8 .

‘The amounts included for the long-term debt use estimated LIBOR rates plus applicable margins in order to
calculate the interest portion of future obligations. There is a risk that amounts actually paid will differ from those

disclosed. R BT NS (O

The amounts included for reserve for losses and loss expenses reflect the estimated timing of expected loss
payments-on known claims'and antw1pated future clainis. Both the amcunt and timing'of cash flows are uncertain
and do-not have contractual payout terms. For a discussion of these uncertainties, réfer to “<='Critical ‘Accounting
Policies — Reserve for Losses and Loss Expenses.” Due to the inherent uncertainty-in the process of estimating the
timing of these.payments, there is a risk that the amounts paid in any period will differ signiﬁcantly from those

disclosed. ;Total -estimated obligations will be funded by exrstmgncash and investments. 1 1, 0 4. . :
o PN R T T S U T P e I TL A T R R ek
RS [+ -7 P Y *a L TR
e e , Off-Balance Sheet Arrangements . e,
P rd .‘la' Tty IR v T L b e
- As of.December 31,2005, we-do not have any. off-balance sheet arrangements. .- ns v - e
T TR T B L P T SO S T & T NN £ L S R T -

Yoo 7 f et ‘. F T e

) Quantltatlve and Qualltatlve Information About Market Rrsk

.k . 1

We believe that we are pnncrpally exposed to three types of market risk: mterest rate nsk credlt risk and

1

currency misk. et 1 ke e o v P

Rd) AL N ] . .’-‘-e N
. The ﬁxed mcorne securities in our mvestment portfolro are subject to interest rate nsk Any change in 1nterest
rates has a direct effect on the market \;a]ues of fixed i income secuntles As mterest rates rise, the market values fall
and v1ce versa. We estrmate that an immediate adverse paral]el Shlft in the Us. Treasury yreld curve of ].00 basrs
pomts would calse’an aggregate decrelse in the rharket value of our rnvestment portfoho (exc]udmg cash and cash'
equivalents) of approximately $104.4 million, or 2.2%, on our portfolio valued ‘4t approxrmately $4.7 billioh ‘4t

December 31 2005. This i s 111ustrated in the followmg table:

itsn IF o v N H S W S0 ‘ T

. . i s ) " Interest Rate Shift in Basis Points

= | S =50 0. w0 i
oty 1 [ L it L e . E e T
. ' ] ($mm1]lrons)
Totatmarketvalue.L...'..BJ.;.f.‘.'.‘. $47919 $47397 $46874 $46353 $46624 a
Market value change from base. ... .. = 1044 5220 " 0t (522 (1044
Change in unrealized apprec1at10n feee . 1044 522 . 20 (52.2) L (104.9)

" .-As a'holder of fixed income securities, we a]so have exposure to-credit risk. In' an effort to'finiiize this nsk
our irivestment guidelines have been defined to énsiiré that the dssets held are well diversified'and- are priririly
high-quality: securities:* At Decernber 31, 2005;" approximately 98% of* our fixed- iricomé investments (which
includes-individitally, held securities and securities held: in a high-yield: bond fund) consisted of mvestmem grade

\

securities. We were.not exposed to any significant concentrations of credit.risk. - ~ ", RS
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As of December 31, 2005, we held $846.1 million, or 17.3%, of our aggregate invested assets in mortgage-
backed securities. These assets are exposed to prepayment risk, which occurs when holders of individual mortgages
increase the frequency with which they prepay the outstanding principal before the maturity date to refinance at a
lower interest rate cost. Given the proportion that these securities comprise of the overall portfolio, and the current
interest rate environment, prepayment risk is not considered significant at this time. :

., As of December 31, 2005, we have invested $200 million in four hedge funds, the market value of which was
$215.1 million. Investments in hedge funds involve certain risks related to, among other things, the illiquid nature of
the fund shares, the limited operating history of the fund, as well as risks associated with the strategies employed by
the managers of the funds. The funds’ objectives are generally to seek attractive long-term returns with lower
volatility by investing in a range of diversified investment strategies. As our reserves and capltal continue to build,.

. we may consider additional investments in these or other alternative investments.

The U.S. dollar is our reporting currency and the functional currency of all of our operating subsidiaries. We
enter into insurance and reinsurance contracts where the premiums receivable and losses payable are denominated
in currencies other than the U.S. doll'ar‘ In addition, we maintain a portion of our investments and liabilities in
currencies other than the U.S. dollar, primarily Euro, British Sterling and the Canadian dollar. Assets in-
non-U:S. currencies are generally converted into U.S. dollars at the time of -receipt. When we incur a liability
in a non-U.S. currency, we carry such liability on our books in the original currency: These liabilities are converted
from the non-U.S. .currency to U.S. dollars at the time of payment. As a result, we have an exposure to foreign
currency risk resultmg from fluctuations in exchange rates. : .

" Asof December 31,2005, 1 1%'of our aggregate invested agsets were denommated in currencres other than the
U.S. dollar compared to 2.0% as at December 31, 2004. Of our business written in the year énded December 31,
2005, approximately. | 5% was written in currencies other than the U.S. dollar compared to approximately 17% and
13% for years ended December 31, 2004 and 2003, respectively. At December 31, 2003, we did not-have any
material exposure to fluctuations in exchange rates. Consequently, we did not hedge our.foreign currency.exposure.r
With the increasing exposure from our expansion in Europe, we developed a hedging strategy during 2004 in order
to minimize the potential loss of value caused by currency fluctuations. Thus, a hedging program was implemented
in the second quarter of 2004 using foreign currency forward contract derivatives that expire in 90 days.

Our foreign exchange gains and losses for the years ended December 31, 2005, 2004 and 2003 are set forth in
the chart below. The total foreign exchange gains in 2003 related to increasing exposures from our expansion in
Europe and the strengthening of the Euro against the U.S. dollar. The decrease in the net absolute values after 2004
reflect the hedging strategy put in place during that year. ‘

Year Ended
December 31,
2005 2004 2003
($ in millions)

Realized exchange (losses) gains . . . . . e ... $02) $16 812

Unrealized exchange (losses) gains. . .............. PR PR 20 a3 37
Foreign exchange (loSses) ains . . ... ... ..oirurrnrneernennnnen... $22) 303 $49
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REPORT OF. INDEPENDENT REGISTERED PUBLIC ACCOUN'I‘ING FIRM
To the Board of Directors and Shareholders of b o, . ERRL
Allied World Assurance Company Holdings; Ltd (formerly . ' ‘
Allied World Assurance Holdings, Lid) o . o ”

We have -audited the accompanying .consolidated balance’ sheets.of Allied World 'Assurance Company
Holdings, Ltd (formerly AlliedWorld Assurance Holdings, Ltd) and subsidiaries (the “Company”) as of Decem-.
ber 31, 2005 and 2004, and the related consolidated -statements of operations and comprehensive -income;
shareholders’ equity and cash flows for each of the three years in'the period-ended December 31, 2005, These'
financial statements: are the responsibility of the Company’s managemem -Our resp0n51b1llty is to express an
opinion on these financial statements.based on our audits.: . : -

We conducted our audits in accordance with the standards of the Public Company Accounting Oversight Board
(United States). Those standards require that. we plan and perform the audit to.-obtain reasonable assurance about
whether the financial statements are free of material misstatement. The Company is not required to have, nor were
we engaged to perform, an-audit of its internal control over financial reporting./Our audits included consideration of -
internal control over financial reporting as a basis for designing .audit procedures that are appropriate in the:
circumstances, but not:for the purpose of expressing'an opinion on the éffectiveness of the Company’s internal
control over financial reporting. Accordingly, we express no such opinion. An audit also includes examining, on a
test basis, evidence supporting the amounts and disclosures in the financial statements, assessing the 'accounting
pnnc1ples used and sugmﬁcant estimates made by management, as well as evaluatmg the overail ﬁnancml statement
presemauon We beheve that our audlts prov1de a reasonable ba51s for our oplmon

PR T

In our opinion, such consolidated financial statements present fairly, in all material respects; the financial
position of Allied World Assurance Company Holdings, Ltd and subsidiaries as of December 31, 2005 and 2004,
and the results of their operations and their cash flows for each of the three years in the period ended December 31
2005; in confonmty with accoummg pnncnples gencra]ly accepted in the Umted States of Amenca '
cy
fs/ Deloitte & Touche , . X — e

. . ' .
i . . (LR L ! [ .

Harmlton Bermuda _ L
March 2, 2006 (July 7. 2006 as to Noté 15)

! ! . SRR X
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ALLIED WORLD ASSURANCE COMPANY HOLDINGS; LTD

722 JCONSOLIDATED BALANCE SHEETS
".as of December 31, 2005 and 2004
(Expressed in thousands of United States dollars,
-»+' except.share and per share amounts) " .

R LTI R Y . !

See accompanying notes to the consolidated financial statements.
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2005 2004
ASSETS: o L : ’
Fixed maturity investments available for sale at fair value (amortized cost: 2005: ' -
$4,442,040; 2004: $3,890,759) « ..l L e e e $4,390,457 -. $3,903,710
Other invested assets-available for sale, at fair value (cost: 2005: $270,138; 2004: . . o
$162 S8BT e nae e e 296,990 184,222
‘Cash and cash equmgems T PO L. 172319 190,738
Restricted cash. . . . J P e e e L. 41,788 10,074
Securities lending-collateral .. :.... . ....... e e e .. 456,792 T —
Ihsurance balances receivable .\ ... .. .. e e e e 218,044 - - 209,209
PrepaJd relnsurance- wee e L e e - 140,599 145,026
Reinsurance recoverable e . , ............................... 716,333 259,171
Accrued INVESIMENt INCOME . . . . - 77 . . e i ettt ae e e e e ee i eann 48,983 39,433
Deferred acqulsmon COStS. . oo vvece e T T 94,557 102,985
litangible assets " . ' .. ... B S, e ST T 139200 © 3920
Balances receivable on sale of mvestmems ..... e RN 3,633 -
Income tax assets........... O .t oo '8,516 7,337
Other assets . . ... ........ T 17,501 - . - 16,327
= To'ial assets ...l P R e S S e $6,610,492 * §5,072,152
LIAB[LITIES ‘ - . ‘ .
Reserve for losses and loss expenses ........... e e " $3,405,353 $2, 037 124
Uneamned prermums S N N . VT . 740,091 795,338
Unearned ceding commissions ... . .} . e e e e - 27,465 30,151
Reinsurance balances payable........... et e vee. . 28,567 54,466
Securities lending payable ....... D T T ~ 456,792 . —
Longtermdebt ........................ e e L. 1,500,000 ¢, -
Accounts payable and accrued liabilities . . ............ Co vt DoV 2 31958 . 16,552
‘Total liabiiities ..... AR Sreseeeeeeeen T Tt SR 5,190,226 2,933,631
SHAREHOLDERS’ EQUITY: ~ . ' ' o
" Common shares, par value $0.03 per share, issued and outstanding 2005 and DR
. 2004: 50,162,842 shares . ... il e S . 1,505 4. 1,505
‘Additional paid-in capital ... ... e e 1,488,860 1,488,860
(Accumulated deficit) retained earnings. .".......... e (44,591) ' 614,985
Accumulated other comprehenswe (loss) income: net unrealized (losses) gams ' o
on investments, met Of taX . /. ..ottt e . "(25,508) 33,171
" Total shareholders‘equity .. ..~ . . o Fu ool .. ush e thos 1,420,266 2,138,521
., Total liabiliti¢s and shareholders’ equity ........... L 86,610,492 1 785,072,152



ALLIED WORLD ASSURANCE COMPANY -HOLDINGS, LTD

CONSOLIDATED STATEMENTS OF OPERATIONS .
AND COMPREHENSIVE INCOME
for the Years:Ended December 31, 2005, 2004 and 2003
(Expressed in thousands ofUnited States dollars,
except share and per share amounts)

Weighted average common shares and common share
equivalents outstanding . .. .. e e e

50.162,842 "

51,425,389

See accompanying notes. to’ the consolidated financial statements.

72

2005 2004 © L2003 ;.
REVENUES e . i e oL s e, . . "y 1" R
Gross premiums written. .. ................. T $ 1560,326:- $:1,707,992 ' $ 1,573,663
_-Prenuums ceded .......... S e e st od o (338,375) 40 0 (335, 332) S (227 137
- Net premnurns wntlen e e e e [ . 1,221,951 1,372, 660 T 346, 326
.-.C_h‘_ange in unearned premiums. . . .. . L. P 49 560 (47 203)| (179 320)
Net premiums earned. . . . . e R el 1 271 511 . 101,325457 . 1 167 206
+ Netinvestment ificome . ........... ... .. iuu'eonnnn ©. 178,560 -+, 128,985 ., 100,972
" Net realized investment (losses) gains ................ Lo {10,223 10,791 . 113413
: 1439848 1465233 17381,591
. .. ! A v T T
EXPENSES: . . O
. Net losses and loss EXPEMSES .. ... ... ... . 1,344,600 1,013,354 . .. ' 762,067
Acquisition costs . . . ... e e -..143,427 - 170,874 -, 162,575
- General and adn‘umslratlve EXPENSES . . v vt 94270 86,338 .- .. r 66,549
Interest €xpense. . ....... ... i . 15,615 _—, s L
Forclgn exchange loss (gam) e P - .. 2,156 (326) . (4,855)
1,600,068 1,270,240 986 336_
(Loss) Income before i INCOME tAXES . ...\t (160,220) 5 1_9{1;,9_23 w‘. 295 255
Income tax (recovery) expense ........ e N L @4d) T (2,180) o 6 894
NET: (LOSS) INCOME............... R . (159.776) ......: 197,173, - 288 361
Other comprehenswe (loss) income : _
Unrealized (losses) gains on investments arising during the - - a '
year net of applicable deferred income tax recovery S : T
(expense) 2005: $838; 2004: $79; 2003: $( 161y ......... (68,902) b (26,965) ., - 21,791
. Reclassification adJustmem for net realized losses, (gains) L
~included in net income......... e e e 10,223 (10 791) (13 413)
Other comprehensive (loss) income . ... ... ... .. . e (58,679)_-.' (37, 756) ) 8 378
COMPREHENSIVE (LOSS) INCOME .......... e -$ (218,455) $-5:159417 -'$ * 996,739
PER SHARE DATA - ' L Lo
Basic '(loss) earnings per share. e e e S (319 §,. 393 % ,,.,..575
Diluted (loss) earnings per share . ................. e $ (319 % . 383 .8 "1.566
Weighted average common shares outstanding . . . . .. e ..., 50,162,842  50,162,842.  50,162;842

!:v" s r, 7
*'50,969.715




ALLIED WORLD ASSURANCE COMPANY HOLDINGS, LTD

CONSOLIDATED STATEMENTS OF SHAREHOLDERS’. EQUITY
for the Years Ended December 31, 2005, 2004 and 2003
(Expressed in thousands of United States dollars)

L Accumulated (Accumulated
- ot - Other Deficit)
Share Additional Comprehensive .} Retained . .

. ’ , et ) K ; o Capital  Paid-in Capital {Loss) lpcome' Earnings ., Total
December 31,2002 ............ .. $1,505 " $1,4883860 - '$ 62,549 $129,451  $1,682,365
Net income .. _,.»" e oo e st AN —. - .. s — 288,361 288,361
Other comprehensive income . ... ... —_ e = + 8378 o — " 8,378
December 31,2003 .. ..... .. V... 1505 1488860 70927 417812 1979104
Netincome ....0:t........ Vs s — — — T 197,173 197,173
Other comprehensive loss . . . . e L — — (37,756)" ' = (37,756)
December 31,2004 .............. 1505 - 1,488,860 3317170 614985 2,138,521
Netloss..... T, —_ — — . . (159,776) . . (159,776)
Dividends .....L..... ... [ — . — =t U(499,800)  (499,800)
Other comprehensive loss. .. ... ... . — T = (58,679 ... — (58,679
December 31,2005 ... ... ... $1,505  -$1488,860 $(25,508)' " * § '(44,591)  $1,420,266

' . . \; :‘ oy : ! _. . . .
. i K ; s
| Iy P
3 . "
e 1 74 ' ' L
f ' '—:. ! Y
- o
» e ’ 7
L3 i i o
-'- ! i ) : L) ‘l;f 1Y ! ¢
- , -‘

See accompanying notes to the consolidated financial statements.
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ALLIED WORLD ASSURANCE COMPANY HOLDINGS, LTD

. CONSOLIDATED STATEMENTS OF CASH FLOWS
for the Years Ended December 31, 2005, 2004 and 2003

. - ' (Expressed in' thousands of United States dollars)
i * 2005 2004 2003
CASH FLOWS FROM OPERATING ACTIVITIBS - e
Net (loss)income ... ... ... 0 ... ...v0 .. .. Tl % (159,776) $ 197,173 § 288,361
Adjustments to reconcile net (loss} income to cash provided by . : ..
operating activities: ’ ’
Net realized losses (gains) on sales of investments . ... ..... - 10,223 -(10,791) (13,413)
Amortization of premtums net of accrual of discounts on , L .
fixedmaturities. . . ........ .. .. . ... . . ... . ..., LT 38,957 49,989 44,156
Deferred income taxes. . . .. T e e, ! 1,271 (2,790) v (1,522)
- Warrant compensation expense . ...................... : 2,373 1,995 1,817
Restricled stock unit expense. .. ...................... _ 706 566 —
Debt issuance expense. . ............ .. o000 L 333 e — R
Cash settlements on interest rate SWAPS . ... ... ..., . (2,107 —_ —
Mark to market ‘on interest rate swaps . ................. ' © 6,896 — -
Changes in assets and liabilities: - — s ¢
Insurance balances receivable ... ..................... (8,835) 42,511) (42,896)
Prepaid reinsurance. . . ........... . ... .. . 4,427 (22,682) (70,381)
Reinsurance recoverable .. ... ... [, e - (457,162) (165,328) (83,281)
Accrued investment income., ; ... ......... e e (9,550} "(8,382) (10,734)
- Deferred acquisition costs . . . . . e e Lo 8,428 6,015 (41,824)
Incometax assets .............. ..., ..., _ (1,179) (4,666) (745)
Other assets . . ... it e (1,758) 7,091 . (319)
Reserve for losses and loss expenses . ... ............... 1,368,229 978,471 748,145
Unearned premiums .. ............................. (55,247 69,885 249,703
Unearned ceding commissions. . .. .................... (2,686} " 7,082 14,430
Reinsurance balances payable ... ..................... (25,899) 12,736 14,321
Accounts payable and accrued labilities ............. ... 12,327 (4,937 5,371
Net cash provided by operating activities . . . ... ........ 729,971 1,068,916 1,101,189
CASH FLOWS FROM INVESTING ACTIVITIES: .
Purchases of fixed maturity investments. . ................. (3,892,355)  (3,565,098)  (3,238,315)
Purchases of other invested assets . ...................... (114,576) (100,667) (3,590}
Sales of fixed maturity investments . ..................... 3,288,257 2,670,600 2,118,203
Sales of other invested assets .., .. ..................... 2,879 20,000 —
Change in restricted cash ........... e (31,714) 30,934 711
Net cash uvsed in investing activities........ e (747,509) 944,231)  (1,122,991)
CASH FLLOWS FROM FINANCING ACTIVITIES: :
Dividends paid . . ..............o. . (499,800) —_ —
Proceeds from long term debt . . .., ... .. ...... el 500,000 —_ —_
Debtissuance costspatd . ... ... ... .. ... .. .. ... .. ..., (1,021) — —_
~Net cash used in financing activities. ... .............. (821) — -—
NET (DECREASE) INCREASE IN CASH AND CASH
EQUIVALENTS . . . ... . ... i, (18,359) 124,685 (21,802)
CASH AND CASH EQUIVALENTS, BEGINNING OF
PERIOD . ... .. 190,738 66,053 87,855
CASH AND CASH EQUIVALENTS, END OF PERICD. ....... $§ 172379 § 190,738 $ 66,053
Supplemental disclosure of cash flow information:
— Cash paid for income taxes .......................... 3 313§ 4537 § 8,430
— (Cash paid for interest expense .. ......................, 15,399 — —
— Change in balance receivable on sale of investments . .. ... .. (3,633) 6,932 (4,541)
— Change in balance payable on purchase of investments . . . . .. — (2,101 (41,803)

See accompanying notes to the consolidated financial statements,
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‘ALLIED'WORLD-ASSURANCE COMPANY HOLDINGS, LTD

. - NOTES TO CONSOLIDATED FINANCIAL STATEMENTS . |
for the Years Ended December.31, 2005, 2004 and.2003
(Expressed in thousands of Umted States dollars)

PR -

1. GENERAL

Allied World Assurance Company Holdings, Ltd (“Holdmgs“) (formerly known as Allied World Assurance
Holdings, Ltd) was incorporated in Bermuda on November 13, 200i. Holdmgs, through its wholly-owned
subsidiaries (collectively the “Company™), provides .property: and :casualty.insurance and. reinsurance on a
worldwrde ba51s

On November 13, 2001 Holdmgs completed the 1ncorporat10n of ‘Allied World Assurance Company, Ltd
(“AWAC™) under the laws of Bermuda. AWAC: began operations on November 21, 2001 as a registered. Class 4
Bermuda insurance and reinsurance company and is subject to regulation and supervrsron in Bermuda under the
Insurance Act 1978 of Bermuda and related regulations, as amended. !

On July 18, 2003, Holdings, through its wholly-owned subsidiary Allied World Assurance Holdings (Ireland)
Ltd, completed the incorporation of Allied World Assurance Company (Remsurance) Limited (“AWAC Re”) under
the laws of Ireldnd. AWAC Re is an, admitted reinsurer within the European Umon operatmg on a freedom of
services basis, and mamtatns a hcensed branch office wrthm the United ngdom AS remsurance is not currently
tegulated in Ireland AWAC Re and 1ts branch are regulated by the Fmancral Serv1ces Authonty ll‘l the
Umted ngdom "

N i - Lt

1 it !

On September 25 2002 Holdrngs, through ltS wholly-owned subsrdrary Allled World Assurance Holdings
(Ireland): Ltd, ‘completed the- incorporation ‘of Allied ‘World Assurance: Company (Europe) Limited
(“AWAC Europe”) under the laws. of Ireland. AWAC Europe is an admitted insurer within the European -Union,
operanng on a freedom of services basis. A branch of AWAC Europe has been licensed by the local regulators to
transact busmess wrthtn the United Ktngdorn AWAC Europe is regulated by the Insh Frnancral Serv1ces Regulatory
"Authority in Ireland.

On July 15, 2002, Holdmgs through its who]ly—owned subsidiary Allied World Assurance Holdlngs (lreland)
Lid, completed the acqursmon *of, Newmarket Underwnters lnsurance Company (“NUIC”) and Commercral
Underwriters Inisurance Coripany (“CUIC”) from Swiss Reinsurdnce American’ Corporation. “THe two companres
are authorized to write excess and surplus lines insurance in 50 states of the United States of America.

These purchases of 100% of the votmg stoak of the two companles have been accounted for under the purchase
method of accounting. No goodwrll arose ‘on the purchase of NUIC and CUIC as they were bought for a price ‘of
$65 394 that was equal to the farr value of their assets (ﬁxed incomeé securities $61;170, cash” $304 and llcenses
$3, 920) at the time of purchase. NUIC and CU[C had o liabilities at the time ‘of purchase as all liabilities exlstmg
prior to the purchase were assumed by the’ sellers. Income from the acqutred companles 1s first reflected i 1n the
2002 net income’as of the date of purchase After the acqu1smon CUIC changed 1ts riame 1o Alhed World
Assurance Company (U.S.) Inc. "

2. SIGNIFICANT ACCOUNTING POLICIES R oot

These consohdated financial stalements have been prepared in accordance wtth accountmg pnncrples
generally accepted in the United States of Amerrca "The preparanon of ﬁnancral statements in conforrmty with
accountmg pnncrples generally accepted in the United States of América requires rnanagement to make estimates
and assumpttons that affect the reported amounts of assets and habrlmds and drsclosure of connngent assets and
l1abrllt1es at’ the date of the financial statements and the’ reported amounts of 1 revenues and expenses dunng the
reportmg perlod Actual results could d1ffer from those estimates. ' The” srgmﬁcant esumates ‘reflected in the
Company’s ‘financial statements include, but dre not limited to:

. The prenuum estimates for certam remsurance agreements _ , .

.- Recoverab111ty of deferred acqutsmon costs; s+ T . G-t gty et Lo
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ALLIED WORLD ASSURANCE COMPANY HOLDINGS, LTD

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS —(Continued)
(Expressed in thousands of United Slates dollars)

2. SIGNIFICANT ACCOUNTING POLICIES — (Continued)
* The reserve for outstanding losses and loss expenses;

*+ Valuation of ceded reinsurance recoverables; and "

' -

*. Determination of other-than-temporary impairment of investments. - '

Intercompany accounts and transactions have been eliminated on consolidation, and all entities meeting
consolidation requirements have been included in the consolidation. Certain reclassifications have been made to
prior years’ amounts to conform to the current year’s presentation. -

The signiﬁcanl accounting poiicies are as follows:

a) -Premiums and Acquisition Costs : ‘ : - T C oo

»

Premiums are recognized as wntten on the inception date of the pohcy For certain types of business written by
'the Company, notably reinsurance, premlum income may not be known at the policy inception date. In the case ‘of
proporuona.l treaties assumed by the Company, the underwriter makes an estimate of premium income at inception.
The underwriter’s estimate is based on statistical data provided by reinsureds and the underwriter’s Judgment and
experience. Such estimations are refined over the reporting period of each treaty as actual written premium
information is reported by ceding companies and intermediaries. Other-insurance and reinsurance policies can
require that the premium be. adjusted at the expiry of the policy to reflect the risk assumed by the Company.
Premiums resulting from such adjustmems are estimated and accrued based on availablé information.

Premiums are eared over Lhe penod of polrcy coverage in proportlon to the nsks to which they relate
Premiums relatmg to the unexplred periods of coverage are carried in the consolidated balance sheet as unearned
premiums.

“'Where contract terms require the reinstatement of coverage after a cedmg company’s loss, the mandatory
reinstatement premrums are caleulated i in accordance with the contract terms hased upon the losses incurred in the
penod

1

Acquisition costs, primarily brokerage and insurance taxes, are incurred in the acquisition of new and renewal
business and are expensed as the premiums to which they relate are earned. Acqmsmon costs relating to unearned
premiums are deferred and carried in the balance sheet as an asset, and are amortized over the life of the policy.
Anticipated losses and loss expenses, other costs and investment income related to these unearned premiums are
considered in deternumng the recoverability or deﬂcrency of deferred acquisition costs. If it is determined that
deferred acquisition costs are not recoverable they are expensed. Further analysis is performed to determine ifa
Hability is required to provide for losses which may exceed the related unearned premiums.

b) Reserve for Losses and Loss Expenses

The reserve for losses and loss expenses comprises two main elernents outstanding loss reserves (“OSLR”,
also known as “case reserves”) and reserves for losses incurred but not reported (“IBNR”) OSLR relate to known
claims and represent management’s best estimate of the likely loss settlement, including claim settlément expenses.
IBNR reserves require substantial judgment since they relate to unknown events or unquantified events which,
based on reported and mdusr_ry information, managemen{ 5 expenence and actuarial evaluation, can reasonably be
expected to have occurred and are reasonably llkely to result in a loss to the Company IBNR also includes a
provision for the development of losses which are known to have occurred  but for which a specific amount has not
yet been reported.

The reserve for IBNR is estimated by management for each line of business based on'various factors, including
underwriters’ expectations about loss experience, actuarial analysis, comparisons with the results of industry
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ALLIED WORLD ASSURANCE COMPANY ‘HOLDINGS, LTD

NOTES TQO CONSOLIDATED FINANCIAL STATEMENTS - (Continued)
{Expressed in thousands of (United- States dollars)

2. SIGNIFICANT ACCOUNTING POLICIES — (Continied)..i *¢ . 0~ ¢ ¥7if g0 f o™y
b) Reserve for Losses and Loss Expenses — (Continued) O )

benchrmarks and:loss experience to date: The Company’s.actuaries.einploy .generally. accepted actuarial method-
ologies to-détermine estimated :ultimate- loss reSeTVES: v L . - LA T L U Tt Ll e
Sl T . * [V R N Y .
While management believes that the reserves for OSLR and IBNR are sufﬁcnent to cover losses assumed by the
Company there can be no assurance.that losses will not deviate from the Company's reserves, possibly by material
amounts The methodo]ogy of estunatm gloss reserves is penodtcally rev1ewed to ensure that the assumpttons made

ompany records any, changes In i3 [0SS Teserye
remsurance recoverables in lhe penods m whtch they are detemuned e PR 1
TS 4 T TR A A l" [HPSRTo PR N AP 4
Y . P L TIFS ACTTINE Ch e ) . . - B Lo, [
p] ‘C) Remsurdnce [P A A A N B T S A T Ve I PP ‘ “ e

RICDEFES £ ) B L 1':{ R H PR R . o sl . o PR PR et RN ‘_.il Yy

In the ordinary course of busmess the Company uses both treaty and facultative reinsurance to minimize itsmet
loss exposure to any one catastrophic loss event or to an accumulation of losses from a number of smaller events.
Reinsurance premiums ceded are expensed;tand any commissions recorded thereon are earned over the.pericd the
reinsurance coverage is provided in proportion to the risks to which they relate iPrepaid reinsurance and reinsurance
recovérable include the balances due from' those reinsurance companies under the:terms of ‘the Company’s
reinsurance agreements. for ceded. unearned premiums,’ paid andunpaid losses and loss resérves. Amounts
recoverable- from reinsurers: are estimated in a-manner consistent with the'estimated .claim llablllty assocnated
with the reinsured policy. . .-t .0 o 0w O S A .

e soogb LTI HEKESSIE s SV T S TR S ey
. The Company deterrmnes the. pomon of the IBNR ltabthty thal will -be. recoverable under its reinsurance
pohcxes by reference, to the‘ter'mg of the reinsurance protection pu_rcha.sed T}_us detemnnatton is-necessarily based
on the estimate of IBNR and, accordingly, is subject to the same uncertainties as the estimate of IBNR.

The Company remains liable to the extent that its reinsurers do, not meet, their .obligations -under these
agreements, and the Company therefore regularly evaluates the financial condttton of its reinsurers and monitors
concentration of credit risk. No provision has been made for unrecoverable reinsurance as of; December 31, 2005

and 2004, as the Company believes that all reinsurance balances will be recovered. . o '
LUl as e L.or . at, 4 3 f 2

: ' L B R O PEPIPRR VRPN T . < P L R
‘d): Investments R S P Tl R s

: AV Y R . ’ Lo o A L N BT Tttt s 4 o

Fixed matunty mvestments are classnﬁed as avmlable for sale and carried at fair value based on quoted market
‘prices, with the difference between amortized cost and fair value, net of the effect of taxes, included as a separate
component of accumulated other comprehensive income. o

ERE T L S S BT 1Y \

Other invested assets available for sale include the Company’s holdings in three hedge funds and a global high
yield bond fund, which are carried at fair valie, based’on quoted market price or:net asset values provided-by their
respective fund managers. The difference between:cost-and- fair value is included,.net of. tax, as aiseparate
component of accumulated other comprehensive income.

Also included in other invested assets available for sale are the investments held by a hedge fund in which
AWAC is the sole investor. In accordance with Financial Accounting Standards Board (“FASB”) Interpretation
No: 46(R), “Consolidation of Variable Interest Entities” (*“FIN-46(R)"), this hedge fund has been fully consolidated
within the Company’s results. The hedge fund is a fund of hedge funds and as such, investments held by the fund are
carried at fair value based on quotedrmarket price or net:asset values as-provided by the respective hedge: fund
managers, ‘The difference between cost-and fair value is. mcluded asa separate component of dccumulated other

comprehensive income.. .0 ¥ 4. E I T A a0t

M S
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ALLIED WORLD ASSURANCE COMPANY HOLDINGS, LTD

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS — (Continued)
(Expressed in thousands of United. States dollars)

2. SIGNIFICANT ACCOUNTING POLICIES — (Continued) - ;
d) Investments — (Continued) ot . T o ,

The Company has utilized financial futures-contracts for the purpose of managing investment portfolio
duration. Futures contracts are not recognized as assets or liabilities as they settle daily. The daily changes in the
market value of futures have been 1ncluded in net reallzed gains or losses on mvestmems

Investments are recorded on a trade date basis. Investment income is recogmzed when earned and includes the
accrual of discount or amortization of premium on fixed maturity investments, -using the effective yield miethod.
Realized gains and losses on the disposition of investrhents, which are baséd upor specific identification of the cost
of investments, are reflected in the consolidated statements of operations. For mortgage backed and asset backed
securities, and any other holdings for which there is a prepayment risk, prepayment assumptions are evaluated and
revised on a regular basis. Revised prepayment assumptions are applied to securities on a retrospective basis to the
date of acquisition. Adjustments to amortized cost required due to the change in effecuve yields and maturities are
rccogmzed in investment income at the time of the revision. ' .

. X B LA . N

The'Company regularly reviews the carrying value of its- investments to determine if a decline in value is
considered other than temporary. This review involves consideration of several factors including (i) the significance
of the decline in value and the resulting unrealized loss position, (i) the time period for which there has been a
significant decline in value, (iii) an analysis of the issuer of the investment, including its liquidity,. business
prospects and overall financial position, and (iv) the Company’s intent and ability to hold the investment for a
sufficient period of time for the value to recover. The identification of potentially impaired investments involves
significant management judgment which includes the determination of their fair value and the assessment of
whether any decline in value is other than temporaty. If the decline in value is determined to be other than temporary,
‘then the Company records a realized loss in the statement -of operations in the period that it is determined.

e) Translation of Foreign Currencies -
i . P 1 ' - * g . ‘ -

Monetary assets and liabilities denominated 'in foreign currencies are ‘translated into”U.S: dollars at the
exchange rates in effect on the -balance sheet date. Foreign'currency revenues and expenses are translated at the
average exchange rates prevailing during the period. Exchange gains and losses, including those arising from
forward exchange contracts, are included in the determination of net income. The Company’s functional currency
and that of its operating subsidiaries is the U.S. dollar, since it is the single largest currency in whxch the Company
transacts its busmess and holds its invested assets. . . . o : -

D Cash and Cash Equivalents

Cash and cash equ:valents include amounts held in banks, time deposus commercial paper and U S Treasury
Bills with maturities of less than three months from the date of purchase .

g) Income Taxes’ ' . S - : S
. ' s ' . N 4 N L ' " c. .
Certain subsidiaries of the Company operate in jurisdictions where they are subject to income taxation. Current
and deferred income taxes are charged or credited to operations, or “accumulated other comprehensive income” in
certain cases, based upon enacted tax laws and rates applicable in the relevant jurisdiction in the period in which the
tax becomes payable. Deferred income taxes are provided for all temporary differences between the bases of assets

and liabilities used in the financial statements and those used in the various jurisdictional tax returns.
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ALLIED WORLD ASSURANCE COMPANY HOLDINGS, LTD

‘NOTES TO CONSOLIDATED FINANCIAL STATEMENTS — (Continued)
.(Expressed.in thousands of United States dollars) '

2. SIGNIFICANT ACCOUNTING POLICIES ——(Continued) = . . . " S
h) Employee Warrant Compensation Plan : : L e

- The Company accounts for warrant compensation in-accordance with-Accounting Principles Board Opinion
No. 25 (“APB 25"), “Accounting ‘for Stock-Issued to Employees”: APB'25 applies to-the Holdings’ employee
Warrant .plan as the amount of Company shares recerved as compensanon through the issuance of the warrants is
determmed by reference to the ‘valie of the shares. Compensanon expense for warrants granted to employees is
recorded over ‘the warram vesnng perlod and is based on the difference between the exercise price of the warrants,
and the current book value of the Company Due to the provrsrons of the Company 5 warrant compensanon plan, the
same habrlrty would arise under the revnsed Statement of Fxnancral Accountmg Standards (“FAS”) No 123(R)
“Share Based Payment” (“FAS 123(R)”) The Company has adopted FAS 123(R)usrng the modrﬁed prospecnve
method for the ﬁscal year begmnmg J anuary 1 2006 o

. L [P § W . 1ot - - . . 3} . ,
l) Resmcted Stock Units '

Lo

The Company has granted Restricted Stock Units (“RSUs”) to certain employees. These RSUs vest in the
fourth year from the date of the original grant. The Company accounts for the RSU compénsation in accordance
with APB 25. The compensation expense for the RSUs is based onthe, book value of the Company and is recognized
over the four year vesting penod Due to the provrsrons of the Company § RSU p]an the same liability would arise
under the revrsed statement of FAS 123(R) Wy v . . .

b . N \ - ' - -
T LI SR Y ‘. oo v .-

. 'j) l"taNgible_ASSEts'J‘.l . ;: . ' o RN e, . ' b r

Intangible assets consist of insurance licenses” with indéfinite lives held by subsidiaries domiciled in the
United States of America. In'accordance with FAS No::142*Goodwill and Other Intangible Assets”, the Company
does not amortize the licenses but evaluates.and compares the fair value of the assets to their carrying values on an
annual basis or more frequently if.circumstances warrant. If; as a result of the evaluation, the Company determines
that the value of the licenses is impaired, then the value of the assets will be written-down in the period in which the
determination of the impairment is made. Neither the Company’s initial valuation nor its subsequent valuations has
indicated any impairment of the value of.these,licenses. .7« ;. . : A
ST [ gt ETEE LR T ™M N L T I R plL e

k) Derivative Instruments D S A L S L P .. LY A

FAS No. 133, “Accountmg for Derivative Instruments and Hedgmg Activities” (“FAS 133”) requires the
recognition of all derivative financial instruments as either assets or liabilities in the consolidated balance sheets and
measurement of those instruments at fair value. The accounting.for gains and losses associated with changes in the
fair value of a derivative and the effect on the consolidated financial statements depends on its hedge designation
.and whether the hedge is highly effective in achrevmg offsettmg changes in the farr value of the asset or habrlrty
hedged. . - . ... oy 4 T : o e

The Company 1sés ¢ currency forwarjd contracts o manage currency €xposure, “The U. S. do]lar is the Company’s
repomng currency and the functional currency of its operating subsidiaries. The Company enters into insurance and
reinsurance contracts, however, where the premiums receivable and losses payable are denommated in currencies
other than the U.S. dollar. In addition, the Company maintains a portion of its invéstments and liabilities in
currencies other than:the .U:S:-dollar, primarily the Canadian dollar, Euro and British Sterling. For. liabilities
incurred in currencies.other - than the aforementioned ones, U.S. dollars are converted to the currency of the loss at
the time. of claims payment. As_a result, the Company. has.an exposure. to foreign currency risk resulting from
fluctuations in exchange rates. The Company has developed a hedging strategy-using currency forward contracts to
minimize the potential loss of value caused by currency fluctuations.. In accordance with FAS 133, these currency
forward contracts are not designated as hedges, and accordingly are carried at fair value on:the consolidated balance
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ALLIEDWORLD ASSURANCE COMPANY HOLDINGS, LTD

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS — (Continued)
(Expressed in thousands of United States dollars)

2. SIGNIFICANT ACCOUNTING POLICIES — (Continued) * T -
k) Derivative Instruments — (Continued) S, v e

sheets as a part of other assets or accrued liabilities, with the corresponding realized and unrealrzed gains and losses
included in realized gains and losses in the consolidated statements: of operations. - o, 4

The Company has entered int6 interest rate swaps in order to reduce the rmpact of fluctuating rnterest rates on
1ts unsecured loan facrllty and related overall cost of borrowmg The mterest rate swap agreements involve the
penodrc exchange of ﬁxed mterest payments agarnst floating interest fate payments without the exchange of the
notional pnncrpal amount upon which the payments are based. In accordance with FAS 133, based on the terms of
the swaps and the loan facility, these i interest rate swaps are not desrgnated as hedges. The swaps are carried at fair
value ‘oni the consolidated balance sheets included in other assets ‘or accrued liabilities, with the correspondmg
changes in fair value included in the realized gains and losses in the consolidated statemerits of operatrons Net
payments made or received under the swap agreements are included in net realized mvestment losses or gams 1n the
consolidated statements of operations.

. Securities Lending . o R

The’ Company has” initiated a secumles lénding program whereby the Company’s securities, which are
included in fixed'maturity invéstiments “available for sale, ar¢ loaned to third parties, primarily brokerage firms, for a
short period of time through a lending agent. The Company maintains control over the securities it lends, retains the
earnings and cash flows associated with the loaned securities, and receives a fee from the borrower for the
temporary use of the securities. Collateral in the form of cash is required at a minimum rate of 102% of the market
value of the loaned securities and is monitoreld, and maintained by the lend_ing agent.

" In accordance with FAS No. 140, "Accounting for Transfers and Servicing of Financial Assets and Extin-
guishments of Liabilities” (“FAS 1407}, since'the Company maintains effective control of the securities it lends, a
financral~components -approach has been-adopted in the accounting treatment of the program. The securities on loan

-remain’ included in fixed maturity investments available for sale on the consolidated balance sheets. The collateral

received under'the program is included’ in-the assets on the consolidated balance sheets' as securities lending
collateral. The offset to this asset is a corresponding liability (securities lending payable) representing the amount of
collateral to be returned once securities are no longer on loan. Income earned under the program is included in
investment income in the consolidated statements of operations. : PR

. . B
', * L . . LN i

: m) Earnmgs Per Share . . . L

Basic eamings per share i3 deﬁned as net income avar]able to common shareholders drvrded by the weighted
average .number of common shares outstanding for the period, giving no effect to dilutive securities. Diluted
earnings per share is defined as net income available to common shareholders divided by the weighted average
number of common and common share equivalents outstanding calculated using the treasury stock method for all
potentially dilutive secuntres including share warrants and restricted stock units. When the effect of dilutive

secunnes would be antl-drlutrve these securrtres are excluded from the calculatron of d11uted earmngs per share

) New Accountmg Pronauncemtints o ’ ) o )

“In December 2004, the FASB issued FAS 123(R) Thrs statement requires compensation costs related to share—
based payment transactions to be recognized in the financial statements: The-amount of compensation costs will be
measuréd-based on the grant-date fair value of the awards-issued and will be recognized over the period that an
employee provides services in exchange for the award or the requisite service or vesting period. FAS 123(R) is
effective for the first interim or annual reporting period beginning: after June 15, 2005 and may not be- applied
retroactively to prior years’ financial statements. As the current equity-based compensation plans are based on book
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ALLIED WORLD ASSURANCE COMPANY HOLDINGS, LTD

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS'— (Continued)
(Expressed in thousands of:United States dollars)

2, SIGNIFICANT ACCOUNTING POLICIES — (Continued) . ST
.n} New Accounting Pronouncements — (Continued) < e .oor i

value, the Company believes that the adoptibn of FAS 123(R) will not have a material irﬁpact on its consélidated
financial statements. The Company has adopted FAS 123(R) usmg the modified prospective method for the fiscal
year begmmng January 1, 2006..

v

In June 2005, the FASB directed its staff to issue the proposed FASB S1aff Position (“FSP”) Emergmg lssues
Task Force (“EITF”) Issue 03-1 as final and retitled it as FSP FAS 115-1, “The Meaning of Other—Than -Temporary
Impairment and its Apphcanon to Certain Investments”. It replaces existing guidance in EITF 03-1, “The Meaning
of Other-Than—Temporary Iinpairment and its Application to Certain Investments”, and clarifies that an impairment
should be recognized as a loss no later than when the impairment is deemed other-than-temporary, even if the
decision to sell the investment has not been made. FSP FAS 115-1 is effective for other-than-temporary impairment
analysis conducted in periods beginning after December 15, 2005. The Company believes that its current policy on
the recognition of other-than-temporary impairments substantially complies with FSPFAS 1 15-1, and therefore the
adoption of this standard is not expected to have a sngmﬁcam impact on the net income or equity of the Company.

3. .INVESTMENTS . - - S T

1 . . ' i

a) The amortized cost, gross unrealized gains, gross unrealized losses and fair value of fixed maturity
investments available for sale by category as of December 31, 2005 and 2004 are as follows:

. Gross Gross
b . .  Amortized Unrealized  Unrealized Fair
- Cost Gains Losses Value

December 31, 2005 : .
u.S. Governmem and Govcmment agenmes . $2.351,081 $ 164 $(42,843) $2,308,402
Non Us. Govemmcnt and Govermnent ' '

“dgencies. ... ... S S Lk L 80,359 5583  (1,955) -83,987
Corporate . .. . .. e e aaaaiiot. 945,882 556 (10673) 935,765
Mortgage backed . =, ... .... e ...iiit 847339 - 3737 (4,969) 846,107
Assetbacked . ... ..o L 217,379 57 (1,240) 216,196

et v BT e 040 $10,007 - $(61,680)  $4,390,457

.I.)ecex'nﬁer31,2(-)04" i "7 .‘"’ . . |
'U.S. Government and Government agencies . .., $1,912,075 $ 2683 § (10285)" $1.904473.

Non U.S. Government and Government ., . -+~ = .. i ce .
AEENCIES. . ..\ . i : 74,553 7,240 — 81,793
Corporate S R ‘ 1,004,595 11,599 ' (4,574 "1, 111;620 -
Mortgage backed . . . . .. Lol s e @ 660) K 579, 182"
CAssetbacked ... ...l i ... L 227415, _ 81 __ (854) _ 226642

$3,890,759  $31,324  $(18,373) "'$3,903,710




ALLIED WORLD ASSURANCE COMPANY. ﬁOLDlNGS, LTD

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS — (Continued)
(Expressed in thousands of United States dollars)

3. INVESTMENTS — (Continued) 4T L S R R
b). The contractual maturity dates of fixed maturity investments available for sale as of December-31, 2005 are as
follows:‘ " . o . e e e T
: P q , -Amortized ., . Fair ‘
o e e Cost ~ Value
December 31, 2005 , R . 7, '
" Due w1th1n one year. L . ,' S ' L ._-. . $ 382 143 $;38'1,533' v
; : Due. after one year through ﬂve years ce e B e e S - g 2 767 036 2,715,95 1
.. Due after five years through ten years. .. ... iy ieenn .. o 225 983 .- 228,580,
" Due after ten years ...... T A I S "12,160 . . 2,090
Mortgage backed™ ... ... ... .. Ll GLESLLATTUNLL 4847339 846,107
e Assef backed [ T L R 217379 " 1216,196

.7 4 I [ ol T T

" $4.442040  $4.390457.

4 ‘0 L . f Wt . o T

Expected maturities may differ from contractuai matuntles because borrowers may have the right to prepay
obligations w1th or without prepayment penaltles
' o ot o - . : : Y - - - . 4
¢) Other invested assets O e L

The cost and fair vaIue of other mvested assets available for sale as of December 31, 2005 and 2004 are as

follows: 7.
_ 2005 , 200470
" o ' : A . . tFair~ .7t | e+ Fair
) . Cost Vatue Cost Value
Global ‘High Yield Fund . .. .. e oMo, 863,024 $ 81926 $ 67413 $-87.538
Hedge Funds. .\, . ... .. .. e 207,114 215,064 95,174 96,684
v - Co ' " ! $270,138 - $296,990 $162,587 587 5$184‘222

Caat 1 Y

As of December 31 2005 the investment in hedge funds con51sts of investments in four different hedge funds.

The Goldman Sachs Global Alpha Hedge Fund PLC had a cost of $53,805 and a fair value of $57,825. The
fund is a fund of hedge funds with an investment objective that seeks attracuve long-term risk- adjusted returns
acrossa variety of market environments with volatility and correlations that are lower than those of the broad ec']ulty
markets. ’I’he fund allows for quanerly liquidity w1th a 45 day notification period.” o R

The Goldman Sachs Liquid Tradmg Opportunmes Fund Offshore, Ltd. had a cost of $45,316 and a fatr value of
$45 461 The fund s a direct hedge fund with an investment objective that seeks attractive total returns throu gh both
caprtal apprec1auon and current return from a portfoho of investments mainly in foreign currencies, publlcly traded
securitiés and derivative instruments, primarily in the fixed income and currency markets. It allows for monthly
ltqmdny with a'15 day-notification penod

The AIG Select Hedge Fund had a cost of $56,588 and a fair value of $57,147. This hedge fund is a fund of
hedge funds with an investment objective that seeks attractive long-term, risk-adjusted absolute returns in a variety
of capital market conditions. There is at least a three business days notice prior to the last day of the month required
for any redemption of shares of the fund at the end of the following month.

AWAC is the sole investor in the Goldman Sachs Mutli-Strategy Portfolio VI, Ltd. (the “Portfolio VI Fund™),
and as such, the Portfolio VI Fund has been fully consolidated into the results of the Company. Inc]uded in other
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS — (Continued)
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3. INVESTMENTS — (Continued) ' P - PP R
¢} Other invested assets — (Continued) ‘ ' R L "

invested'assets aré the investments held by this fund, at 2 cost of $51,405 and a fair value of $54,631 as at
December-31, 2005. This hedge fund is a fund of hedge funds with.an investment objective. that seeks attractive
long-term, risk-adjusted absolute returns in U.S. dollars with volatility lower than, and minimal correlation to, the
broad equity markets. There is no specific notice period required for liquidity, however such llqurdrty is dependent
upon any lock-up periods of the underlying funds’ investments. Currently only a. 3% of the fund’s ‘assets’ are

invested in underlying funds.with a lock up, period of. greater than one year.., - 0, o vl
"d) Net investment incomé ~ == % T SRR " N T " RS

S M aees” T 2004 T 2003

> Fixed matufities arid-othér investments . . . . . Lol DL $157,2090 U8124,6040 8 ‘98, 726
- Other invested assets ... ... e PO . 18995 5666 3290

Cash and cash equwalents IR T e 6,726 2,450 1,961

Expenses e AP BT D R (4,370) (3,735) (3.005)

Net investment income . . . ............ ... .0...... ... $178,560 $128,985 $100972

‘ i . ; i -

€) Proceeds from sales of avallable for sale secunnes for the years ended December 31 2005 2004 and 2003

were $3,291,136, $2,690,600 and $2,118,203, respectlvely Components of realized gains and losses for the years
ended Deeember 31 2005 2004 and 2003 are summarized i in lhe followmg table:

P ot N v . s w203
Gross realized gains . .. ... P P $ 8458 $18,406. $15,553
Gross reallzed losses FREEEE L e [ o (23,470) (5,164) (6,381)
Realized loss on interest rate swaps R S (2,107 — _
Unrealized gain on interest Tate SWaps. . ... ... covveunvan.. 6,896 - —
Net (losses) gams on futures- ~contracts. . L .. e — (2,451) 4,241
Net realized mvestmem (losses) galns ........... .. . $(10,223) $10,791 13,413

The net (losses)'gains on-futures contracts répresent the daily cash flows from-futures contracts used for managing
investment portfolio duration. In the third quarter of 2004, the Company discontinued the use of such.futures coritracts.

o . L

D Pledged assets . . . .
As of December 31, 2005 and 2004, $79,324' and $72, 770 respecuvely of cash and cash equlva]ents and

investments were on deposit with various state or government insurance departments or pledged in favor of ceding

compames in order to comply with relevant 1nsurance regulatlons In addition, the Company has set up trust accounts
to meet’ secunty requirements for mter—company réinsurance transactions. These trusts contained assets of $604,414
and $485 287 as of .December 31, 2005 and 2004 respeclwe!y, and are included in fixed maturity investments.

. The Company also has fac1lmes avajlable for the 1ssuance of letters of credit collateralized against the
Company s 1nvestment portfollo The' combmed capacxty of these facilities is $900, 000 and $400000 as of
December 31, 2005 and 200-4 respectrvely At December31 20035 and 2004 letters of credit amounting to $740,735
and $340 013, respecnvely, were 1ssued and outstandmg under these facilities, and were, collaterahzed with
mvestments wnh a falr value tota]mg $852 116 and $356 994 respectwely

- u[I‘he fa1r market va]ue of the comblned total investments held under trust were $l 456, 530 and $842 281 as of
December 31, 2005 and 2004, respectively. . . T T R I I I :
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS — (Continued)
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3. INVESTMENTS — (Continued) . O BT

g) Change in unrealized gains and losses ' T '
20085, _ 2004 2003 . .

B 1

Net change .in unrealized gains and losses 'net of taxes ... ....... - 8(58,679) $(37,756) $8.378 T

. . - = +
, N ] ) . . e . o i

h) Analysas of unreahzed lasses

2
. U & o

The Company’s primary investment objecuvc is-the preservation of capltal Although the Company hias been
successful in meeting this objective, normal economic shifts in interest and credit spreads affecting valuation can
temporarily place some investments in an unrealized loss position.

The foilowing table summanzes the market value of those investments in an unrealized loss position for
periods lcss than or greater than 12 months:
2005 . 2004
- Gross Unrealized Gross " Unrealized
oo ' . Fair Valve. . Losses Fair Value Losses 1

Less than 12 months - »o R . : . '

US Govemment ancl Govemment agencnes . $1,667,847  §$(28.283) §1,262,430 $ 9,787y
' “Non U.S. Govemment and Govemmem e ' ‘ "

1

AgENCies. . ... ...l PR . ’ 5‘4,235 (1,954 - —
Corporate ............. e, (4BBITS (5,593) 374157 (3.073)
Mortgage backed . ..................... 609,000 (4415 124486  (1918)

Asset backed . .......... PR PP 102,103 (392) 178,726 - (671)
) l 1$2,921,360  $(40.637) $1.939,799  $(15449)
- ‘ ) 1

2005 IR R
! o Gross Unrealized *'* Gross. . Unrealized

- ~_Fair Value Losses Fair Value Losses

~ I - . - . [

More than 12 months ' , . .
v+ U.S. Government and Government agencies ... § 533,204 = $(14,561). $ . .4215 § (498)

‘Non U.S. Government and Government* - . . S e RS
agencies. ... ... .. e — — — —

COIPOTALE . . . oot 209,944 (5.081) 63,002 (1,501)

Mortgage backed . .-. /.. .... ... .. Coa.... 28274 L 4(553) 8,376 + - (742)

Asset backed . .. ..... s, 13346 ~{848) - ' 6744 (183)
‘ ST L s 84768 $21043) § 82337 § (2.924)
e $3,766,128  $(61,680) $2,022,136 - $(18,373)

é
'

" The Company regularly reviews the carrymg ‘value of its mvestments to determme if a decline in value 18
considered other than temporary. Thls review involves consideration of several factors including (i) the significance
of the decline in ‘value and the resultmg unrealized loss position, (ii) the time period for which thére has been a_
sngmﬁcant decline in value, (iii) an analysns of the issuer of the investment, mcludmg 1s liguidity, | busmess'
prospects, and overall financial position, and (iv) the Company s intent and ability to hold the investment for a
sufficient period of time for the value to recover. Based on the above reviews for all periods presented, the Company
has not recorded any losses in respect of other than temporary declines of its marketable securities. - ...
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS — (Continued)
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3. INVESTMENTS — (Continued) oo

i) Securities lending . . . | . o P ., -,

In January. 2005, the Company initiated a securities lending program whereby the Company s securities, which
are included in fixed maturity investments available for sale, are loaned to third parties, primarily. brokerage finms,
for a short period of time through a lending agent. The Company. maintains control over the securities it lends,
retains the earnings and cash flows associated with the loaned securities, and receives a fee from the borrower for
the temporary use of the securities. Collateral in the form of cash is required at a minimum rate of 102% of the
market value of the.loaned securities and is monitored and maintained by the lending agent. The Company had

$449,037 on loan at December 31, 2005, with collateral held against such loaned securities amounting t6 $456,792.

4. RESERVE FOR LOSSES AND LOSS EXPENSES e

' The table below is a reconciliation of the beginning and ending liability for unpaid losses and loss éxpenses for
the years ended December 31, 2005, 2004 and 2003. Losses incurred and 'paid are reflected net of reinsurance
recoveries.

nf 2005 2004 2003

Gross liability at beginning of year. .. ............... $2,037,124  $1,058,653 " §-310,508
Reinsurance recoverable at beginning of year .. ........ (259,171) (93,843) (10,562)
Net liability at beginning of year .7........ e 1,777,953 964,810 '299,946
Net .IOSSBS incufred related to: ' ' o .
Current year: ... ..:...0..... . 1,393,685 1,092,789 818,867
Prior year......... e (49,085) (79,435) . - (56,300}
Totalincurred. ... ........ 0. o o 1,344,600 . 1,013,354 762,067
Net paid losses related to - ‘ : C S
Current year... ......... e 125,018 69,186 46,727
Prior year. . ......... S 305,082 133,287 52,076
Total paid .............. [ 430,100 202,473 . 98,803
Foreign exchange revaluation . . ........ D ia e (3.433) 2,262 - 14600
Net liability atend of year . . ... ................... 2,689,020 - 1,777,953 964,810
Reinsurance recoverable atend of year. . . ... ......... 716,333 259,171 03,843
Gross liability at-end of year ... .... e $3,405,353  $2,037,124  $1,058,653

The favorable development in net losses incurred related to prior years relates to reductions in esumated
ulumate incurred losses for prior accident years as a result of reported loss emergénce in 2005 and 2004 being less
than originally expected for the Company's insurance and reinsurance lines. Reducing this general favorable
development is unfavorable development in 2005 primarily relating to the reported catastrophe storms in 2004.
While the Company has experienced favorable development in its insurance and reinsurance lines, there is no

. assurance that conditions and trends that have affected the development of liabilities in the past will continiie. It is

not appropriate to extrapolate future' redundancies based on“prior years’-development.' The methodology ' of
estimating Joss reserves is penodu:ally revnewed 10 ensure that lhe key assumptlons used in the' actuanal models
continue to be appropriate. - ot -
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS — (Continued)
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5. CEDED REINSURANCE Weo

The Company purchases reinsurance to reduce its net exposure to losses. Reinsurance provides for récovery of
a portion of gross losses and loss expenses from its reinsurers. The Company remains liable to the extent that its
reinsurers do not meet their obhgattons under thesé agreements and the: Company therefore regularly evaluates the
financial condition of its reinsurers and monitors concentration of credit’ risk: The Company' believes that as of
December 31, 2005 its reinsurers are able to meet; and will' meet, ‘all of their obhgauons under the agreements The
amount of Teinsurance recoverable is'as follows:" "

\ ' . v Peo s ' . it 0 o

OSLR recoverable. . .. .’ e v o™ s et e v $256,404 $ 63,862 -
IBNR recoverable . ... ..o e e e e e e e 459,929 195,309
Reinsurance recoverable ........... . ... Ceee i i e e e 9716,333, - $259,171

Direct, assumed and ceded net premiums written and earned, and losses and loss- expenses mcurred for the
years ended December 31, 2005, 2004 and 2003 are as follows: | - .

Losses and
Premiums Premiums Loss
: ) o Written Earned Expenses
December 31, 2005 L . . LI S S AP
01 S S S SO . $1,045,9541 . $1;130,020. -.$1,370,816
Assumed ... coLa i e 514372, 485733 ... 575,905
Ceded ....... e e T (338,375) . (344,242) (602,121)
_ . el $1,221,951 $1,271,511  $1,344,600
December 31, 2004 PR — S \ '
Direct . .....:... . ... B $1,300,077  $1,275346 . $ 956,173
Assumed . .................. e - 407,915 362,760 - 257,278
Ceded ...... Ce e g e (335,332) (312,649) .. _ (200.097)
T T . $1,372,660 $1,325457 - $1,013,354
December 31, 2003 - i : ; . S
.Dlrect ....... e i 51,233,283 $1,049,159 - § 701,664
Assumed . . ... i rleeeaieeiaaeesoaoo.. 340380 . 274,805 | ..147,121
Ceded........... P e L.- (227,137 . (156,758) - «(86,718)

$1,346,526  $1,167,206 $ 762,067

Of the premiums ceded during the years ended December 31, 2005 ,2004 and 2003, approx1mately 46% 44%
and 52%, respectlvely, were ceded 0 two remsurets . S

N B I\‘- Yo [ " ;.’ ‘.-.N'? ‘,._ -0 'r.-l

6 LONGTERMDEBT e e N T L

. ) ¢ ' ) 4' . . a i oo o, ; [
On March 30 2005 the Company entered into a seven-year credlt agreement with the Bank of America, N.A.

and a syndicate of commercial banks. The total borrowing under this facility is $500,000 at a floating rate of the

appropriate LIBOR rate as periodically agreed to by the Company andthe lenders, plus an applicable margin based

on the Company’s financial strength rating from A M. Best Company, Inc. The current margin is 60 basis points.
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6. LONG TERM DEBT — (Continued) N SR

The terms of the loan allow for prepayment, and require repayment of the principal in three installments;
two instaliments each in the amount of $100,000 on March 30, 2010.and 2011 and lhe»ﬁnal balance due for

oy

repayment on March 30, 2012, . it T

The credit agreemenl contains various covenants, inchiding limitations on future indebtedness, future liens,
fundamental changes and certain transactions with affiliates. In addition, the credit agreement-also stipulates that
the Company will maintain: (A) a minimum amount of,consolidated shareholders’ equity equal to or greater than
the sum of $1,145,000, ptus (1) an amount equal to 50% of consolidated net income earned in each full fiscal quarter
ending on or after March 31, 2005 (with no deduction for a net loss in any such fiscal quarter), plus (2) an amount
equal to 50% of the aggregate net cash proceeds from equity issuances made after December 31, 2004, (B) a debt to
total capital ratio of not greater than 0.35 to 1.00 and (C) a financial strength rating by'A.M. Best of any material
insurance subsidiary of A- or higher. At December 31, 2005, the Company was in compha.nce with all covenants
contained in the credit agreement. ) i R

The Company has incurred interest expense of $15,615 during the year ended December 31, 2005'.

7. TAXATION - . P o .

. Under current Bermuda law, Holdings and its Bermuda domiciled subsidiary are not required to pay taxes in
Bermuda on either income or capital-gains. Holdings:and AWAC have received an assurance from the Minister, of

. Finance of Bermuda under The Exempted Undertakings Tax Protection Act 1966 of Bermuda that in the event of
any such taxes being imposed, Holdings and AWAC will be exempted until 2016. Certain subsidiaries of Holdings
operate in, and are subject to taxation by, other jurisdictions. The expected tax provision has been calculated using
the pre-tax accounting income in each jurisdiction multiplied by that jurisdiction’s applicable statutory tax rate.

Income tax (recovery) expense for the yea}s ended December 31, 2095, 2004 and 20{)3 are as fol]owé:

_ 2005 2004, 2003
Current income tax (recovery) expense. ............. e $(1,715) $ 610 $84l6
Deferred income tax expense (recovery). ......... e 1,271 (2,790)  (1,522)
Income 1axX (TECOVETY) BXPENSE. . o v vt e ve i vnier iee i e nnnnns $ (444) 3$(2,180) § 6,894
The income tax assets as at December 31, 2005 and 2004 are as follows: . l
) 2005 2004
CUITENt INCOMIE 1AX ASSEL. « « o v vt vttt ettt et e s et at e eaannaenns $4,714 " $2905
Net deferred 1aX @586T. . .o vt vttt et et sttt ees e 3,802 7 4432

R O $8,516 - $7,337
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7. TAXATION — (Continued) U B LT PR S

. Deferred income taxesreflect the tax impact of temporary differences between'the carrying amounts of assets
and liabilities for financial reporting and income’tax purposes. (I'hmmgmﬁcant componems of the net deferred tax

assets as of December 31, 2005 and 2004 are as follows: . R DR o
A L L Y L VT -"_ [V "".-'\JI' . o . . . B : 2005 2004
! Unearned premium:. © .. w.s S0 00 aBvdo s el Neot 8 761 $3,909
) Unreahzed deprecnatlon and timing differencé on'investments-. .- ... ... .. LT 904 67
' Reahzed gains” DL o '._.'.'!.“.‘.’1 P N R o379 = !
N ‘Deferred acquisition costs. S . r“ .“.‘.;'.':'. - ,-’.'.;. . ._:.' e :".‘ — : '(1,25_0)‘.:
.Reserve for losses and. loss expenses. e e e e e e e e e 3,465 3,252 .
+ Unrealized translation. . . .r. ..+« .i v i4 w7 s de e atise i 2 (1,856) ¢ (1,656)
Other deferred tax assets .. .......... ... ... .oy, e - 149 .. 110
T T L O T P TP $3,802 $4,432

Management believes it is more likely than not that the tax benefit of the net deferred tax assets.will be realized:

¢ -+ The actual income tax rate for the yeérs ended December. 31, 2005, 2004 and 2003, differed from the amount
computed by applying the'effective rate of 0% under the Bermuda law to income before income taxes as a result of

the following: - . 0 Taw s e b pr 0 Toee T, e L .

T A L e S T A DL PP 2003 -

. Woss) income befgre taxes . e $(160220) $194.993 . $295285 ',
Expecled aX rate . .......oiii EERPREPERE ’ 0.0% 0.0% 0.0%
Forelgn taxes at local expectedtaxrates ')“‘ s 09% " (1.)% 12.3%
Slalutory adjustments ................,. e . (1.5)% (0.1Y% 0.0%
Disallowed expenses and capital allowances. . . . . e e T 00% ! - 01% T - 0.0%

*Prior year refunds. and adjustments . ............ U S 09% " O0O1D% ' 00%
Other . .. P 0.0%: . 0:1%¢- 0.0%
Effectwe taxrate ......... R SRR L R 0.3'79 (1.1)% 2.3%

L + .

8. SHAREHOLDERS’ EQUITY

a). Authartzed shares ) ) ‘

The authorized share capital of the Company as of December 31 2005 and 2004 was $10,000. The issued share
capital consisted of the following: i
Shares

Issued and Share
Fully Paid Capital

December 31, 2005 and 2004 _
Common shares, par value $0.03 each . .............. ... ... ...... 50,162,842

4
—
Lh
(=]
wh

b) Share warrants

In conjunction with the private placement offering at the formation of the Company, the Company granted
warrant agreements to certain founding shareholders to acquire up to 5,500,000 common shares at an exercise price
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8. SHAREHOLDERS’ EQUITY — (Centinued) '
b) Share warrants — (Continued)

of $34.20 per share. These warrants are exercisable. in certain-limited conditions, including a public offering of
common shares, and expire November 21, 201 1. Any cash dividends paid to shareholders do not impact the exércise
price of $34.20 per share for these founder warrants. There are various restrictions on the ability of shareholders to
dlspose of their shares :

- T . -

c) Dwtdends

In Maich 2005 the Company declaréd a cash dividend to common sharcholders totaling $499 800 All
dividends have been paid to shareholders of record.

’

9. EMPLOYEE BENEFIT PLANS - * . . G

a) Pension plans

1

Effective January 1, 2002, the Company adopted defined contribution retirement plans for its employees and
officers. Pursuant to the employees’ plan, each participant can contribute 5% or more of their salary and the
Company will contribute an amount equal to 5% of each participant’s salary. Officers are also eligible to participate
in one of various supplementary retirement plans, in which each participant may contribute up to 25% of their
annual base salary. The Company will contribute to the officer plans an amount equal to 10% of each ofﬁcer s
annual base salary. Base salary is capped at $200 per year for pension purposes. The amount that an ' individual
employee or officer can coniribute may also be subject to any regulatory requirements relating to the country of
which the individual is a citizen. The amounts funded and expensed during the years ended December 31, 2005,
2004 and 2003 were $1,885, $1,514 and $853, respectively.

1

b) Employee Warrant Pkm

The Company has 1mplemented Lhe Alhcd World Assurance Holdmgs Ltd 2001 Employee Warrant Plan (the
“Plan™), under which up to 2,000,000 common shares of Holdmgs may be issued. These warrants are exercisable in
certain limited conditions, expire after 10 years, and generally vest over four years from the date of grant. During the
period from November 13, 2001 to December 31, 2002 the exercise price of the warrants issued was $34.20 per
share. The exercise price of warrants issued subsequent to December 31, 2002 were based on the per share book
value of the Company. In accordance with the Plan, the exercise prices of the warrants issued prior to the, decla.rauon

of the dividend in March 2005 were reduced by the per share value of the dividend declared.

B o : ‘ _ : " 2005 2004 ' 2003
Qutstanding at beginning of year . . .. ......... ... .... 788,162 697,827 456,668
Granted. . . .. ... T e Leeeto.. 4255993 91,668 263,492

cPForfeited . .. 0.7 s e (7,833 (1,333)" (22,333)
Outstanding atend of year. . . ... ... ... .. ... ... ..., 1,036,322 788,162 697,827
Weighted average exercise price per warrant . T $ 2726 $ 3590 $ 35.18

As of December 31; 2005, 2004 and 2003 660,731, 374 957 and 109, 584 warrants were vested, respectively.

The Plan provides cenam key ernp]oyees w1th additional mcentlve to continue their efforts.on behalf of the
Company and helps the Company 1o attract people, of experience and ability. Warrants are granted to selected
employees subject to certain terms and conditions.
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9. EMPLOYEE BENEFIT PLANS — (Continued) A Y - e
b) Employee Warrant Plan — (Continued) S ML e

- The following table summarizes, the exercise pnccs for outstanding employec. warranis:as of December 31,
2005" R _ L e e e e,

R S IR L o oo e e PR -"'

e

Welghted Average

Warrants Remaining - ‘. Warrants ' .+
Exercise Price Outstanding Contractual Life Exercisable
S23.61 - o e e 98,498  7.00 years ' 73,806
S24.27.. .t P T (438334 . 598 years . 1430727
$2694 . 23 167" 747 years © 14,6500 1+ *
828,08 . .t 14,167 7.65 years 8,317
$28.32 88,666 * ..9.99 years . 301
2898 . 1,667 9.58 years 114
829,52 e 116,829 7.99 years 58,681
e 33099 oo I U ST S 12,333 »+ .+ 8.55:years . * -: 4,456
S3I4Tor. it 0 57,501 . 84l years 422,900
ST ..ol AT "21,834 850years."‘ L8176
$32.70. .. LT Ll 142, 659 901 years' T 35370
832880 S e 3333 0l6 years 699 "
. $3501. ... et e B 17334, 943 years - _ ... 2474
S R ' TAE 1,036,322 ¢ o of v den

660,731~

Employees who have been granted warrants have the right to require the Company, at a certain point in time
after the warrants vest, to purchase or redeem them at “Book Value”, if the common shares'of the Company are not
trading on any internationally recogmzed public stock exchange. As used here, “Book Value” means an amount
which equals ‘the consolidated net asset value of the Company as reflécted on its balance sheet as of a specified
‘uarter end, multiplied by a fraction, the numeratdr 6f which is the number ‘of warrants and the denommator of
'wh1ch is the number of 1ssued and outstandmg common shares ona fully dlluted basis. e

. ' A N A

Compensauon costs of $2,373,'$1,995 and $1,817 relalmg to the warrants have been-mcl‘uded in general and

radministrative expehses in the-Company’s consolidated statement of operations for thé years ended December 31,

2005, 2004 and 2003, respectively. The calculation of the warrant expense has been made by referencé to'the book

value of the Company.as at the end of each period, and the difference between that book value and exercise price of
the mdw1dual warrants at the date of issue. . o

a b T L

.As of December 31, 2005 and 2004, the Company has recorded in accounts payable and accrued liabilities on

the consolidated balance sheets,:amounts of $6,185 and $3,812, respectively, in respect of all employees warrants.

e NV

c) Stqck Incentive Plan ‘ . s L D s

On February 19, 2004 the C6mpany implemented the Allied- World Assurance Holdings, Ltd 2004 Stock
Incentive Plan (“Stock Incentive Plan™), which provides for grants of restricted stock, restricted stock units
(“RSUs™), dividend equivalent rights and other equity-baséd awards: A total of 1,000,000 common shares may be
issued under-the Stock Incentive Plan..To date only RSUs have been granted. » "+ /- N

o -
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9. EMPLOYEE BENEFIT PLANS — (Continued) . T o .
c) Stock Incentive Plan —- (Continued) ' )
‘ : . . ' Lo . 2005, 2004
i Outstandmg RSUs at begmnmg of year .. ... ... ... i . 790,833 0 . —
“RSUsgraited...........5...... P Lol s Tl T 136,330 190,833
- 'R_SUsforfeued..'..'..'.f'.‘.':__.._...: .......... e = —

Outstanding RSUs at end of vear. . .. ... S P w0 127,163 - 90,833

Compensation costs of $706 and $566 relating to the issuance of the RSUs have been recognized in the
Company’s financial statements for the years ended December 31, 2005 and 2004, respectively. The determination
of the RSU expense has been made based on the Company s book value at December 31, 2005 and 2004,
respectlvely '

. T L.
' . Yao [

10, EARNINGS PER SHARE

... The following table sets forth the comparison of basic and diluted earningé per share: ) _
‘ ' 2005 Ja004 . 2003

Basic earnings per share ' . o . 2
Net (loss) income .. ... .. e e e o $ (159,776) 3 197,173 § 288,361
_Welghted average common shares outstanding. ...... . 50,162,842, 50,162,842 50,162,842
" Basic (loss) earhings per share . . %L .. ... .. e % - c(319) % 393 TS 5.75
Diluted earnings per share . .
* Net (loss)-i income L S L' 8 " (159,776y- -$+~ 197,173 § 288,361
Weighted : average common shares oulstandmg. LTe 50,162,842 50,162,842 * 50,162,842
Share equivalents:
WAITANIS . . o ove e et e e e . T 71,209,564 806,873
Restricted StOCK UIS ;. . .+ vov v v vt v e 4 — . . 520983 —
" Weighted 'average common shares and common share o S
equivalents outstanding — diluted , . ... ........ ©.- 50,162,842 -51,425,389 . 50,969,715
Diluted (loss) eamnings per share .. ................ -3 3.19) % 383 §% 5.66

No common share equivalents were included in calculating the diluted earnings per share for th_e year ended
December 31, 2005 as there was anet loss for this period, and any additional shares would prove to be anti-dilutive.
As a resiilt, a total 6f-6,536,322 warrants and 127,163 RSUs have been excluded from this calculation.

T, ,

11. 'RELATED PARTY TRANSACTIONS . . R

LI

The Company has entered into the following transactions and agreements with affiliated companies.
a) Administrative Services ' . ,

Since November 21, 2001, the Company has entered into agreements with various 1nd1rect wholly—owned
subsidiaries of American International Group, Inc. (“AlG”), a shareholder of the Company, under which the
Company is provided with administrative services for a fée based on the gfoss premiums written of the Company.
These fees are included in general and administrative expenses in the accompanying consolidated statements. of
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11. RELATED PARTY TRANSACTIONS — (Continued) .

a) Administrative Services — (Continued) . T ) R S PO

operations and comprehensive income. These agreements were terminated and/or amended as of December 31,
2005. Expenses. of: $36,853, $33,999 and $32,171 were incurred for these- services: during’ the years ended
December 31, 2005, 2004 and 2003, respectively. Amounts payable to affiliated companies were $11,622 and
$2,766 as of December 31, 2005 and 2004, respectively, for such services and for expenses paid on behalf of the
Company. The Company has included an éxpense of $5,000 in the amount incurred and the amount payable for the

year ended‘December.31, 2005, relating to the early termination of these agreements. ! S
b) Investment Managément Services , | . o W
" The Company has entered mto 1nvestment management agreements wrth affiliates of Goldman Sachs & Co
(“Goldman Sachs™), a shareholdet of the Company, pursuant {o which Goldman Sachs provrdes mvestment
advisory and management services. These investment management agreements may be terminated by eithet party
subject to specified notice requirements. The Company has agreed to pay fees to Goldman Sachs based on a
percentage of the average month end market value of the total investment portfolro

. | IRy -
Expenses of $3,058, $3 351 and $2. 650 were incurred for services provided by Goldman Saeds%ompanies
under these Agreements during the years ended December 31, 2005, 2004 and 2003, respectively. Of these amounts,
$1,882 and $885 were payable as of December 31, 2005 and 2004, respectively. -« . o

Goldman Sachs compames also provide management services for three of the four hedge fund ifvestments, as
well as the global high yield fund held by the Company. Fees baséd on management and- performance totaling
$6,849; $579 and $478 were meurred for these serv1ces for the years ended December 31, 2005, 2004 and 2003,
respectively.

The fourth hedge fund is:managed by an indirect, wholly-owned subsidiary of AIG. Total expenses incurred for
these services amounted to $560, $407 and nil for the years ended December 31, 2005, 2004 and 2003, respectively.
PRI
¢} Assumed Business and Broker Services .

The Company assumed premiums through brokers related to shareholders of the Company. The total

premiums assumed through and brokerage fees and commissions-paid to these related parues and the esnmated
losses related to such. .premiums based on the Company’s loss ratios, are- as follows: ' S e

] " o ) 2005 L L2004 0 2003
Gross premiums assumed ............ e $60,774 . $333,730  $378,094
Brokerage and comrmssrons e g - 8868 23325 . 53,875
Net losses and loss expenses .n......... e e ,04,238 . 255303 246,895 .

The Company atso provides reinsurance and insurance to insurers related to shareholders of the Company.
Total premiums assumed on this business, and the estimated related losses based on the Company’s loss raitios are as
follows: , .~. . - . .- N . ' S

2005 2004 2003
~ Gross premiums assumed. . ... e $85.477 $92341  $76, 888
' Net losses and loss expenses cete TN R ‘. Lol 90,349 70,641 . " 50,208

The total recervables due from related pames as of December 31 2005 and 2(}04 are $3 066 and $6 849
respectively. . .. . N Lo P

b - . 1 [
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11. RELATED PARTY TRANSACTIONS — (Continued) : -+ =~ 7 - « .+ Aw . 77 0 4
d) Ceded Premiums e a e

. Of the prermums ceded during the years ended December 31, 2005 2004 and 2003 the fol]owmg amounts
were ceded to remsurers related to shareholders '

e I e o S oo AN ol

. e e . s S 2005 2004:. ., 2603‘.: :
Premiums ceded .. ..)wo. .. .., . DUV I K 7'$27 755 . $22 441 $16'492 e
Reinsurance recoverable from related partles as of December 31 2005 and 2004 was $346 and $702,

respectively. . .. | R T BV L TR N ) o o

e) Underwntmg services

Effectwe December 1 2001 the Company entered into an agreement w1th IPCRe Underwntmg Servxces
Lm'uted (“IPCUSL”) a subsuhary of a. company in Wthh AIG has a 24.2% ownershlp interest, tq 3011c1t bind,
underwrite and administer property catastrophe treaty reinsurance. IPCUSL receives an agency comnnsswn of
6.5% of gross premiums written on behalf of the Company. The agreement had an initial term of three years. On
December 5, 2005 the Company delivered notice to IPCUSL terminating this underwriting agency agreement.
Pursuant to the terms of the agreement, the termination will not become effective until November 30, 2007, Gross
premiums wntten on behalf of the Company by IPCUSL and acqmsmon costs and losses incurred by the Company
are as follows: - - =1 'V Lo A N T

S A T
‘Gross premiums written . . . . . . . . DS $ 82969 $68,026 $ 617251
ACQUISIHON COSES * 4 i v v v i vl e e e i e i e et etans (12,994) (4,496) (3,949) .

~ad

Net losses and loss expenses. : . ........................ (231971) (44,896) (10.861)

J) Board membership i ) ‘ . o . o ‘)

The President, Chairman and Chief Executive Officer of Lexington Insurance Company,”a: ‘wholly-owned
subsidiary of AIG, served as the Chairman of the Board of Directors of the Company and as a member of the Audit
and Finance Committee. The Vice Chairman and Chief Financial Officer of The Chubb Corporation, a shareholder
of the Company, served as Deputy Chairman of the Board of Directors, of the Company and as a member of the -
Audit and Finance Commitiee. The Divisional Underwntmg Officer for the European Division of Sw1ss Re, a
shareholder of the Company, also served as a director of the Company.

g) Oﬁce space &

' .. OnMarch 12, 2004, the Company, entered intoa development.agreement with American International Company,

Limited.(AICL") whereby the Company agreed to lease office space from AICL in a new.building being constructed -
in Bermuda. The initial term of the lease will be for 15 years and will include an option.to renew: for an additional
10-year period. It is currently antictpated that rental payments under this lease will commence in late 2006

b ) - "l. o 0
oo ] . . e e S . . B . . : . : Lorootnd




ALLIED WORLD ASSURANCE COMPANY HOLDINGS, LTD

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS — (Continued)
{(Expressed in thousands of United States dollars}

12. COMMITMENTS AND CONTINGENCIES: - .. ; o v st

a) Concentrations of Credit Risk L

Credtt risk arises out of the failure of a counterparty to perform aceordmg to the terms of the contract The
Company is exposed to credit risk in the event of non-performance by the counterparties t6'the Company 5 forelgn
exchange forward contracts and interest rate swaps. However, because the counterparties to these agreements are
high quality international banks, the Company does not anticipate any non-performance. The-difference between
the contract amounts and the related market values is the Company s ma.xtmum credit exposure

we
' Y. v #

As of December 31, 2005 and 2004, substannal]y ail of the Company’ s cash and investments were held with

one custodian.”
v b

As of December 31, 2005 and 2004, 68% and 77%, respectively, of reinsurance recoverable, excludmg IBNR
ceded, was recoverable from two reinsurers, one of which is rated A+ by A M. Best Company, whlle the other is
rated A. The Company believes that these reinsurers are able to meet, and will meet all of thelr obhgatlons under
their reinsurance agreements -

. . : Ve
PRI " ! . . - *

b) OperatmgLeases Lo e T . ;;' . . o 1
k : + .t
The Company leases office space under operating leases expmn gin various years through 2022 The followmg
are future minimum rental payments as of December 31, 2005:

2006 . ...... e e .$ 3240
2007 ... e N J . . 4,683
2008 ....... e e . 4,896
%1171 S 4,421
20010 i e e e e v 42434
2011 through 2022 .. ... ... ... e PPN Cigeeapien .. 41575

R B ** $63058 ™
. + 1| . a st o .t - N _—
“Total rental expense for the years ended December 31, 2005, 2004 and 2003 was $3 082 $2, 107 and $1.321,

respectively. o
+

¢) Brokers - .

For the year ended December 31, 2005, twb brokers'individually accounted for 10% or more of total premiums
written. These two brokers accounted for 35% and 22% of premiums written; respectively. For the years ended
December 31, 2004 and 2003, two brokers individually-accourted for 10% or more of total premmm written, One
broker accounted for 31% and 27%, while the other accounted for 20% and 20%, of total premiums writtén for the
years ended December 31, 2004 and 2003, respectively. Each of thése brokers intermediate on business written in
all three segments, namely property, casualty and reinsurance.

d) Legal proceedings

In the normal course of business, the Company may become involved in various claims litigation and legal
proceedings. As of December 31, 2003, the Company was not a party to any material litigation or arbitration that is
likely to have a material adverse effect on the Company’s results of operations.

94




ALLIED-WORLD ASSURANCE COMPANY HOLDINGS, LTD

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS - (Continued)
(Expressed in‘thousands of United States-dollars).

13. STATUTORY CAPITAL AND SURPLUS i+ " - '~ = =% SRS P,

Holdings’ abtlxty to pay d|v1dends 1s subject to certain regulatory restrictions on the payment of dividends- by
its sibsidiaries. The' payment of such dividends is limited- by apphcable laws and statutory requtrements of the
_]l.ll'lSdlCthnS in wluch Holdings and-its subsrdranes operate -

PRI , L Lo o

.+ . The Company 5 Bermuda subsrdtary AWAC is regrstered under the Bermuda Insurance Act 1978 and Related
Regulattons (the. “Act”) and is obliged 1to.comply with various provisions of the Act, regardtng solvency and
liquidity. Under the Act, tlus subs1d1ary is required to mamtam minimum statutory capttal and surplus equal to the
greatest of $100 000, 50% of et premiums written (being gross, written premium less ceded premiums, with a
maximum of 25% of gross premiums considered as ceded premiums for the purpose of this,calculation); or 15% of
the reserve for losses and loss expenses. In addition, this subsidiary is required to maintain a minimum liquidity
ratio. As of December 31, 2005 and 2004 this, subsidiary had Statutory capital and surplus of approximately,.
$1; 658 721 and $1; 843 798 respecttvely The Act limits the maximum amount of annual dividends. or distributions
paid by this subsrdlary to Holdings without notification to the Bermuda Monetary Authority of such payment (and
in certain cases prior approval of the Bermuda Monetary Authority). As of December 31, 2005 and 2004, the
maximum amount of dividends which could be paid without such notification was $414.680 and $460.949.
respectively. For the years ended”December' 31, 2005, 2004 and 2003 the statutory det (loss) mcome was
($119,997), $212,934 and $245,674, respectively. i o

o

The Company’s U.S. sub51dtanes are subject to the insurance laws and regulations of the states in- which they.
are licensed. The restrictions are generally based on net income and/or certain levels of statutory surplus as
determined ‘in accordance with the relevant statutory” accountmg practtces of the mdmdual ltcensmg state The
subsidiaries are requrred to file aniual statements with insurance regulatory authonttes prepared oy an accountmg
basis prescnbed or permttted by such authérities. They are ‘also required to maiitdin minimum levels of solvency
and liquidity, and comply with capital requirements and licensing rules. As of December 31, 2005 and 2004, the
actual levels of solvency and liquidity of the U.S. subsidiaries were.in excess of the minimum levels required.
Statutory -accounting differs :from generally" accepted accounting. principles in the reporting of investments,
acquisition costs, deferred income taxes and certain other items: The amount of dividends that can be distributed
is limited by. the.statutory requirements that the subsidiaries are obliged to meet. As of December. 31, 2005 and
2004, these subsidiaries -had a combined statutory capital and surplus of approximately $114,659 and $107,970,.
respectively. As of December 31, 2005 and 2004, the combined minimum capital-and surplus required 10.be held
was $100,000 and $100,000, respectively. For the years ended December 31, 2005, 2004, and 2003, the combined ,
statutory net mcome (loss) was $7 448 ($lO 834) and $11 727, respecttvely

T
v o

The Company § Irish insurance subsrdrary AWAC Europe is authorized to undertake the. busmess of non- hfe
insurance subject to the provisions of the Irish Insurance Acts, 1936 to 1989.and-in accordance.with. the:European .
Communities (lnsurance Undertakmgs Accounts) Regulations, 1996. This subsidiary’s accounts are prepared in
accordance with Insh statute compnsmg the Compantes Acts, 1963 16 2001. Thts subsrdlary is obltged 1o mamtam a
minimum lével of capttal the “Minimum Guarantee Fund”. The Mrmmum Guarantee Fund includes share Capltal
and ¢apital contnbuttons As of December’ 31, 2005 dnd 2004, this subsrdlary mét'the’ requ1rements The' amount of
dmdends that this subsidiary 'is permttted to distribute is restncted to accumulated reahzed proﬁts that havé not
been capltaltzed or distributed; léss accumulated ‘realized losses that have not been wntten off. The solvency tand
capital requireméiits must still be met followrng any distribution. As‘of December 31, 2005 ‘and "2004,’ this
subsidiary had statutory capital and surplus of approximately $32,037 and $33,868, respectively. As of Decem-
ber 31, 2005 and 2004 the minimum capital and surplus required to be held was $13,329 and $11,594, respectively.
The statutory net (loss) income was ($1,831), $2,740 and $1,644 for the years ended December 31, 2005, 2004 and
2003, respectively.

The Company’s Irish reinsurance subsidiary, AWAC Re, in accordance with Section 22(b) of the Insurance
Act, 1989, and the Reinsurance Regulations 1999, notified the Irish Regulator of its intent to carry on the business of
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13, STATUTORY CAPITAL AND SURPLUS — (Continued) .- . Sl

reinsurance. On June 9, 2003, the Irish Regulator informed this subsidiary that it had no cbjections to its
incorporation. This subsidiary’s accounts are preparéd in accordance with Irish statute comprising the Companies
Acts, 1963 to 2001. On August 18, 2004, it was granted permission under Part IV_pf the Financial Services and
Markets Act 2000 by the Financial Services Authority (“FSA”) to write reinsurance in the UK via its London
branch. Furthermore, this subsidiary is subject to whole firm'supervision by the FSA in the absence of equivalent
supervision by the Irish Firiancial Regulator. This subsidiary is obliged to'maintain a minimum level of ¢apital, the
“Required Minimum Margin”. As of December 31, 2005 and 2004, this subsidiary met those requirements. The'
amount of dividends that thls subsidiary is permitted to'distribute is restrictéd to accuriulated realized profits, that
have not been capitalized or distributed, less accumulated realized losses that have not been ‘written off. The
solvency and capital requirernents must still be met following any distribution. As-of December 31, 2005 and 2004
this subsidiary had statutory capital and surplus of approximately $45,588 and $51, 504; respectwely The minimum
capital and surplus' requirement ‘as of December 31, 2005 and 2004, was approxrmately $13,212 and $9,300,
respectively. The statutory net (loss) income was ($5,916), $1,484 and $20 for the years ended December 31, 2005
2004 and 2003, respectively. -

'As of December 31, 2005 and 2004 the total combined rmmmum capltal and surplus requ1red to be held by the.
subsidiaries was-$1,370,582 and $1,503,743, respectively.

14.  SEGMENT INFORMATION Co. ' .

"The determination of reportable segments is based on how Senior management momtors the Company’s
underwntmg operations. ‘The Company measures the results of its underwriting operations under three major
business categories, namely property msurance casualty insurance and reinsurance. All product lines fall within
these classifications. = ‘ 1 . _ o ) Co

The property segment includes the insurance of physwal property and- energy-related risks. These nsks
generally relate to tangible assets and are considered “short-tail” in that the time from a claim being advised to the
date-when the claim issettled is relatively short. The casualty segment includes the'insurance of general liability
risks, professional habrhty risks and healthcare risks. Such risks are “long-tail” in natute since the erhergence and
settlement of a claim can take place many years after the policy period has exptred The reinsurance segment of the-
Compariy’s business mcludes any reinsurance of other companies in the insurance and relnsurance industries, The
Company writes reinsurance on both a treaty -and facu]tanve basis. T

Responsibility and accountability for the results of underwntmg operations are assigned by major line of
business on a worldwide basis.'Because the Company does not manage its assets by 'segment, investment income,
interest expense and total assets are not allocated to individual reportable segments T

LAY

Management measures results for each segrnent on the basis of the “loss and less expense ratio”, acqmsmon
cost ratio”, “general and administrative expense ratio” and the “‘combined ratio”. The “loss and loss expense ratio ;
is derived by dividing net losses and loss expenses by net premiums earned. The * acqursmon cost ratio” is derived
by dwrdtng acquisition costs by net premiums earned. The* ‘general and adrmmstratwe expense ratio” is derived by
dividing genera] and administrative expenses by net premiums earned. The * ‘combined ratio” is the sum of the loss
and loss expense ratio, the acquisition cost ratio and the general and administrative expense rat10

PO
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14. SEGMENT INFORMATION — (Continued) oo

The' foIlowmg table prov1des a summary of the’ segment results for the years ended December 31, 2005:°2004

Rk FY AT TS

and2003r . '.ﬂ e ':t }1- D e '!-“"' ot
005 -, RN et CI .a._-Property . Casualty .  Reinsiurance. " Total . ,
Net' premiums writted |, . . ' =3 1% ."f'.'. "$ 170,781 - $ 557,622 - $493,548  -$ 1:221,951
Net premiums eamned . . . . .".". ORI PO ©1226,828 - 581,330 .- 463,353 1:271:511
‘Net losses and'loss. expenses R .' .' .1 (410,265)  (430,993)° '/(503:342)" (1,344.600)
Acquisition costs .%o .. . .. tuleia-aaa DD (5,685) L (33,544) . (104;198): . .1 (143,427)
General and admlmstratwe expenses . ...... (20,261 (44,273) (29,736): - ...(94,270)
Underwriting (loss) income . .. .. ....... . (209,383) - 72,520 " (1732923)"” v ('310 786)
Net investment income .. ... ......... e — —_ — 178,560
Net realized investment losses. . .. e — — — +1(10,223)
. ﬁ]terest EXPENSE .. ... ...l cree — — —. (15 615)
Exchange loss. . ............ e . — = T‘; _ (2,156)
- Loss before income taxes .......... - — g emTa 8- (160 220)
Loss and loss expense ratio..". .-, .. .... 180.9% . 74.1%. . .108.6% -~ - 105.7%
., 1 +Acquisition-cost ratio . . . g e ";.".h oin23%, 3 8%. 022.5%.,. i 11.3%
,.General and adnumstranve expense rauo e 8.9% '? 6%. . . 64% ... .- 1.4% -
Combined ratio. . . . .............00uu... 1923% ° 87.5% 137.5% 124.4%
2004 .— . S ’ , oo Property Casualty Reinsurance Tota.l
Net premiums writien ... .. . . . SR $308,627 $669965  $394068 $ 1,372,660
Net premiums eamed Lo.... 333,172 636,262 356,023 1325 457
Net losses and loss expenses .. ... ... (320510)  (436,098)  (256,746) (I, 013 354)
Acquisition costs . ... ... ...t L0 (30425) T (59,507)  (80.942) T (170.874)
General and admxmstrauve expenses ....... (25,503) (39,759) (21 076) “‘ (86 338)
7 Underwnung ncome .................. (43,266) _ 100,\898_ (2 741) " 54 891
' Net investment mcome S bl "'LI: CeE L It 128,985
8 'Net reahzed mvestment ga.ms RPUURRAL .'i'. ' T kT e " ""'._'_‘"' - ‘10,79'1‘ ’ :
" L e A Y L 17U + N "} TLhv
. Exchange gam e e e 1 (,— R e | — ... .32
e [ ] [ " . P i ) . . 4 * -‘-4 ‘.J. ~ - —_—r—
Income before income taxes ............. —=taog e =anT b g $00 194993
* Loss and l0ss expense A0 L1t B 96,29 - 1685%" 17240%" 76.5%
Acquisition cost ratio ......... . 9.1% ¢ 94%  228% = ' 7 129%
General and administrative expense ratio . . . . 7.7% 6.2% - 5.9% 6.5%
Combined ratio. . . . . . e 113.0% 100.8% 95.9%
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14,  SEGMENT INFORMATION — (Continued) R VR T

| ) 2003 gy e Y Propertyr_ . Casual‘ty . Reinsurance. Total

| Net premiums written. . ... .............. $ 383,348 $622,797  §$ 340,381  $1,346,526 -

i Net premiums earned-. ..., ... .20 ... 356,279 536,122 274,805 1,167,206

| ~ Net losses and loss expenses ... .0 ... ~+ {183,059) (431,887) (147,121), . (762,067)

| Acquisition costs . ........ T S oo, (39,207) (57,335) (66,033) (162,575)

! .General and administrative expenses. . ...... ~_ (20,881) (31,847) (13,821) (66,549
Underwriting income . .. .. ... e 113,132 . 15,053 47,830 176,015
Net investment income. . ........ e T — = — - 100,972
Net realized investment gains<- .. ........ ot —. — —_ . 13,413
Exchange gain................cocr.o.. — —. — 4,855

I Income before income taxes. . ... ERTTTRRpY = = — § 7295255

| Loss and 10ss expense ratio . ............. 51.4% '80.6% 53.5% 65.3%
Acquisition cost ratio . . . . .. A 11.0% 10.7% 240%  13.9%
General and administrative expense ratio . ... 5.9% - 59% '5.0% 5.7%
Combined ratio. ... .. ...... ... ... L 68.3% 97.2% 82.5% 84.9%

The following table shows an analy51s of the Company’s net premiums written by geographic location of the

Company’s subsidiaries for the years ended December 31, 2005, 2004 and 2003. All inter-company premiums have
been eliminated. i : _ )
2005 2004 2003

Bermuda . T-. ... ii.iieiia il § 925644 § 870965 $ 897.013
United SBtes -+ -+ o2 v nrts e T 128039 323375 356,565
Europe. .. ... ... T - 168268 _ 178320 92,948

15. SUBSEQUENT EVENTS | |

In connection with the Company’s initial public offering, a 1-for-3 reverse stock split of the Company’s

-

common shares will be consummated immediately prior to the completion of the offering. All share and per share
amounts related to common shares, warrants and RSUs included in these consolidated financial statements and
footnotes have been restated to reflect the reverse stock split. The reverse stock split has been retroactively applled

to the Company s consolidated financial statements.

On June 9, 2006, Allied World Assurance Holdings, Ltd changed its name to Allied World Assurance

‘ Total net Premiums Wrtten. . ... .. ..« ooeeeneenon .- $1,021951  $1,372.660  $1,346,526
Company Holdings, Ltd.
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‘ ALLIED WORLD ASSURANCE COMPANY HOLDINGS, LTD
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS — (Continuéd)
(Expressed in thousands of United-States dollars, except share and per-share amounts)
16. UNAUDITED QUARTERLY FINANCIAL DATA ' ...[ " - - . . o0y o -

' The following are the una:udlted consolldated statements-of income by quarter for the years ended Decem-
i ber 31 2005 and 2004 . AN

Quarter Ended s
December 31 September 30, June 30, " March 31,

| REVENUES: = I
> Gross premiums written. . .. .. .. .-

‘Net premiums written ... .. ..% ...
* Change int uneamed premiums: . . .-

Net premiums earned . ... .. 1. ...
Net investment income .. ... PR
Net realized investment (loss) ga.m

EXPENSES: ‘°
Net losses and loss expenses . . . . ..
Acquisition costs. . ... ....... S
‘General and admlmstrame T

cexpenses ........ ...... Lol

, Interest EXPeASe . . .. ...l
--Forelgn exchange loss (gam) Y

(Loss) mcnme before income taxes
Income tax expense (recovery) . ... =

NET (LOSS) INCOME. .. ..., .... C

Basi¢ (loss) earnings per Share ... ...

Diluted (loss) earnings per share . . . . .
Weighted average common shares
outstanding . . . ................

Weighted average common shares and’
common share equivalents
outstanding . . .................

- 'Premiums ceded ... ...... Pkl

$ 283 393-° $ 329,930

$ 441,675 - $- .505,328

- 2005 .2 2005 2005 2005

v 1

(69,822) __ (80,210)- ¢ (121,669) < . - (66,674)
21357t~ 249,720. 320006 - . 438,654
88,461 - 63,556 12,091 (114,548)
302,032 313,276' ¢ 332,097 324,106
50,823 | 47,592 39,820 40,325
(5,286) 4,152 (6,632) (2.457)
347,569 365,020 365,285. . 361974
W e
. 288,669 593276 224253 238,402
33,604 35,871 37502 36 450
[ . N .
27,594 . 20,795 24,972 20,909
5832 5146, ., .4,587 . 504
1,670 (46) 397 135
357.369. 655,042 291,711 295,946
- O800)  (290022) . . 73574 66028
2478 (6,617) 2,027 1,668
. (12,278) (283,405) 1. 71547 . 64,360
(024§ (565 143 128
(0.24) (565 . 141 128
V50162842 T 50,162,842 50,162,842 50,6284
50,162,842 50,162,842 50,631,645 50455313
99't




ALLIED WORLD ASSURANCE COMPANY HOLDINGS, LTD

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS — (Continued)-
(Expressed in thousands of United States dollars, except share and per share amounts)

16. UNAUDITED QUARTERLY FINANCIAL DATA — (Continued), "

. o , . . Quarter Ended | .
“ " ‘December 31,  September 30, June 30, " March 31,
2004 2004 2004 - 2004

REVENUES: -~ " - e
Gross premiums written. . . ... ..:. $  323,078-°§ 402515 $ 482648 § 499,751
Premiums ceded .. ............. (64,732) (72,042) (129,097) - (69,461)

~ Net premiums written . . .. .. A 258,346 5 330,473 353,551 430,290

_ Change in unearned premiums.-. . .. 70,373~ (4,8394) (20,202) . (92,480)

".Net premiums €arned . ..... A A 328,719° 325,579 333,349 . 337,810

_Net investment income . ........! 33218 33,255~ 28,957 33,555
.Net realized investment gain (loss). . 1,432 4,390 (5,609) . 10,578
: 363,369 363,224 356,697 381,943

EXPENSES: .~ .. .. S ‘ :

" Net losses and loss expenses .. .% .. 196321~ 375,097 217,481 224,455
Acquisition coStS. . .. ... ........ 40,738 35974 47,595 46,567,
General and administrative ) R . . , .

. EXPENses .............. e 23,238 20,374 119,979 22,747
‘Foreign exchange (gain} loss ... ... ©(994) 1,909 _ _1,139 (2.380)
LR HRCEE 259,303 433.354. 286,194, . .291,389

thcome (loss) before income taxes. . . . 104,066 (70,130) 70,503 90,554

Income tax expensé (recovery) .. ... .. 1,029 (5,444) 1,062 - - 1,173

NET INCOME (LOSS)......... L 103,037 © 0 (64.686) 69,441 89,381

Basic earnings (loéé) per share . L 205 (1.29) ° 1.38 1.78°

Dilfited earnings (loss) per share . ... . - 200 " (1.29) 135 " 1.74

Weighted average common shares : U ' o e
outstanding . . . .. ... 50,162,842 50,162,842 50,162,842 50,162,842

Weighted average common shares and ' ' ; .
common share eqiivalents : ' o
outstanding . . . . . . TP 51,465,847 ' 50,162,842 51,254,098 ' 51,260,478
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